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NET WORTH UNDER THE DELAWARE AND 
MICHIGAN CORPORATION LAWS 


Rosert E. Payne 


law on financial statements is in the 
presentation of the net worth ac- 
counts. This effect arises from the defini- 
tions, sometimes implied, of capital and sur- 
plus, and from prescribed methods of es- 
tablishing, and of increasing or decreasing 
capital and surplus. If these definitions and 
methods have not been carefully analyzed, 
an undisclosed impairment of capital may 
exist for which the Board of Directors, be- 
cause of dividends paid from capital, may 
be liable to the corporation or its creditors. 
It is essential that an accountant, properly to 
serve and protect the interests of his client, in- 
terpret for that client and for the public which 
relies on the client’s financial statements, the 
effect produced by law on such statements. 
Only by making a study of thelawofthe states 
of incorporation and residence may he de- 
termine how the facts may be best displayed. 
Certain requirements of the Michigan and 
Delaware Corporation Acts with regard to 
the capital and surplus accounts of corpora- 


Ts PRINCIPAL effect of a corporation 


tions are worthy of special note. By a study 
of certain sections, and by amplifying and 
clarifying, the accountant may display the 
facts in a manner which will more clearly in- 
form clients on important matters, and en- 
able them properly to chart their future 
course. He may thus serve to bring to their 
attention from time to time any need which 
may exist for proper legal advice or for ob- 
taining further information from state de- 
partments, and he may also display to them 
information which may be of material ad- 
ministrative value. 

The discussion which follows deals only 
with the net worth section of financial state- 
ments, such as the display of information 
showing changes in capital and surplus, and 
the effect on the balance sheet of a corpora- 
tion by the purchase of its own capital stock. 
The first illustration is amplified by a second 
in which, following an interval of time, cer- 
tain changes have taken place. The second 
illustration also brings out a suggested dis- 
play of these changes. 


A Corporation (First Illustration) 


Worrna (December 31, 19381): 
Preferred capital stock: 7% 


Cumulative, Par $100, redeemable at $105; 10,000 shares 


authorized, issued and outstanding, sold for $115 per share 


Common capital stock: 


$1,000,000.00 


20,000 no-par shares authorized and issued at $75 per 


share, of which $5 was allocated to paid-in surplus 


Paid-in surplus arising from— 


Sale of 10,000 preferred shares at premium of $15.00 per 


Allocation of proceeds of sale of 20,000 common shares. . 


Total Paid-in Surplus 
Earned Surplus 


350,000.00 $2,750,000.00 
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II 


Certain sections of the Michigan and 
Delaware laws will first be compared and an 
attempt will be made to indicate their ap- 
plication to the illustration. The italics in 
any section of the law quoted denote words 
peculiar to the Michigan Act only; bracketed 
words appear only in the Delaware Act. 
Otherwise the wording of quoted sections is 
identical. 

1. Under the section giving certain powers 
to corporations (Section 10-H of the Michi- 
gan law; Section 19 of the Delaware law), is 
the following statement as to the powers of a 
corporation to purchase its own shares: 


—to acquire, purchase, hold, sell and transfer 
shares of its own capital stock; Provided, That no 
corporation shall use its funds or property for the 
purchase of its own shares of capital stock when 
such use would cause any impairment of the capi- 
tal of the corporation; And provided further, 
That shares of its own capital stock belonging to 
the corporation shall not be voted [upon] directly 
or indirectly; And provided further, That nothing 
in this section shall be construed as limiting the 
exercise of the rights given by section thirty-seven 
[27] of this act [Chapter]. 


In view of the provisions of these sections, 
A Corporation— 


(a) May not purchase its own shares (either 
common, or preferred not to be re- 
deemed) if. the aggregate cost of such 
shares is in excess of the surplus. In the 
above illustration surplus amounts to 
$350,000.00, and a purchase of stock in 
excess of that amount would reduce the 
company’s net assets, or net worth, to 
less than $2,400,000.00 (the amount of 
its capital), which would, of course, re- 
sult in an impairment thereof. Wherever 
such impairment takes place it is then 
important that the public accountant 
show that fact. It would follow that the 
purchase of any shares would serve to 
reduce the surplus which is available 
for dividends—an important condition 
which should be adequately displayed 
to officers, directors, shareholders, and 
public alike. 

(b) May not vote any shares so purchased, a 


condition to be considered in connection 
with voting control. 

(c) May purchase its own preferred shares 
subject to redemption without regard to 
surplus, under special provisions to be 
discussed in (4) below. 

2. Section 19 of the Michigan Act covers 
the consideration received for shares with- 
out par value, which compares with the 
wording used in Section 14 of the Delaware 
Act as follows: 


Shares [of capital stock] without par value 
[whether common or preferred or special] may 
be issued or subscriptions therefor taken by [the] 
corporations formed or existing under this act from 
time to time for such consideration as may be 
fixed from time to time by the board of directors 
[thereof] unless in the articles [Certificate of In- 
corporation] the power to fix such consideration 
shall have been reserved to the shareholders, in 
which event such power shall be exercised by the 
shareholders by consent in writing (a) without a 
meeting, or (b) by vote at a meeting, in each case 
by [of] the holders of record of two-thirds of the 
total number of shares of each class of stock then 
outstanding and entitled to vote in respect 
thereto, [said vote being given at a meeting called 
for the purpose in such manner as shall be pre- 
scribed by the by-laws; provided that, although 
such power has been reserved to the stockholders, 
the directors shall nevertheless have power to fix 
such consideration for the first issue of stock, and 
such issue shall not exceed ten per centum of the 
whole amount of such stock authorized by the 
Certificate of Incorporation.] Any and all shares 
without par value so issued, for which the con- 
sideration so fixed has been paid or delivered in 
good faith, shall be deemed full-paid stock and 
shall not be liable to any further call or assess- 
ments thereon, and the holders of such shares 
shall not be liable for any further payments in 
respect of such shares under the provisions of this 
act [Chapter]. 

It is seen by reference to the illustration 
that the consideration received for no-par 
common stock was apparently fixed by the 
Board of Directors at $75.00 per share. Such 
action of the Board in fixing the considera- 
tion makes the stock fully paid. Considera- 
tion received for par-value shares of course, 
cannot be fixed by the board at less than par, 
and this fact is brought out in the later dis- 
cussion. 
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Delaware and Michigan Corporation Laws 3 


8. Capital and surplus are defined by Sec- 
tion 20 of the Michigan Act and by a part of 
Section 14 of the Delaware Act, as follows: 


Any corporation formed or existing under this act 
may by resolution of its board of directors deter- 
mine that only a part of the consideration which 
shall be received by the corporation for any of the 
shares of its capital stock which it shall issue from 
time to time shall be capital; provided, [however,] 
that in case any of the shares issued shall be 
shares having a par value, the amount of the part 
of such consideration so determined to be capital 
shall be in excess of the aggregate par value of the 
shares issued for such consideration having a par 
value, unless all the shares issued shall be shares 
having a par value, in which case the amount of 
the part of such consideration so determined to 
be capital need be only equal to the aggregate par 
value of such shares; And provided further, That 
the amount of the consideration recewed for any 
shares without par value which shall be determined to 
be capital shall be at least equal to fifty per cent of 
the consideration received for such shares. In each 
[such] case the board of directors shall specify in 
dollars the part of such consideration which shall 
be capital. If the board of directors shall not 
have determined (a) before or at the time of issue 
of any shares of the capital stock of the corpora- 
tion issued for cash, or (b) within sixty days after 
the issue of any shares of the capital stock of the 
corporation issued for property other than cash 
what part of the consideration for such shares 
shall be capital, the capital of the corporation in 
respect of such shares shall be an amount equal 
to the aggregate par value of such shares having 
a par value, plus the amount of the consideration 
for such shares without par value. The capital of 
such [the] corporation may be increased from time 
to time by resolution of the board of directors di- 
recting that a portion of the net assets of the cor- 
poration in excess of the amount so determined 
to be capital be transferred to capital [account. 
The Board of Directors may direct that the por- 
tion of the excess net assets so transferred shall 
be treated as capital in respect of any shares of 
the corporation of any designated class or classes.] 
The excess, if any, at any given time, of the total 
net assets of the corporation over the amount so 
determined to be capital shall be surplus. A cor- 
poration shall at all times keep its books in such 
manner as to indicate clearly the division of the sur- 
plus accounts between surplus arising from earnings 
and surplus arising from other sources and i shall 
likewise indicate clearly such items in tts annual 
reports to the state and its annual reports to tts 


shareholders. Nothing in this act contained shall 
prevent a corporation from declaring a stock divi- 
dend from surplus created as in this section pro- 
vided. 

Referring again to the illustration, the 
following points may be noted: 


(a) The Board of Directors did not need to 
determine that the consideration re- 
ceived in excess of the aggregate par 
value of the par preferred stock (which 
amounted to $150,000.00 on 10,000 
shares, at a premium of $15.00 per share) 
should be surplus, because even in the 
absence of action by the Board of Direc- 
tors only that consideration equal to the 
aggregate par value needed to be con- 
sidered as capital. This however is not 
true in the case of shares without par 
value because all consideration received 
will be considered as capital in the ab- 
sence of action by the board—at once in 
the case of cash, and after sixty days in 
the case of other property which is re- 
ceived as consideration for shares. 

(b) The board apparently determined that 
only $70.00 of the $75.00 consideration 
which was received for the no-par com- 
mon stock should be capital, and that 
the other $5.00 should be surplus. It will 
be noted that the amount per share 
which has been determined to be capital 
is in excess of Michigan’s 50% limitation 
clause covering the minimum per cent 
which must be allocated to capital from 
the consideration received for this class 
of shares. Delaware does not have this 
50% limitation. Under both laws the 
capital determination must have been 
made within the time limits, i.e., im- 
mediate, if the consideration was cash, 
or within sixty days if the consideration 
was property other than cash. Otherwise 
all consideration received for the no-par 
shares would have automatically become 
capital. 

A Corporation has a surplus available 
for repurchases of its own stock equal to 
the amount of paid-in surplus, plus 
earned surplus, a total of $350,000.00. 
All or any part of this surplus may at 
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any time, by resolution of the board, be 
transferred to capital; and if there were 
later an additional amount of surplus 
created through appreciation, it could 
also at any time be transferred to capital. 
It is noteworthy, however, that nowhere 
in either of the acts, is any provision 
made whereby the capital may be re- 
duced, excepting through (1) the pur- 
chase of redeemable preferred shares (as 
explained under Sections 37 and 27), (2) 
the reduction of capital upon receipt of 
the consideration therefor, or (8) the 
filing of proper papers with the state 
department. In the case of a reduction 
of surplus by a transfer to capital, it 
therefore behooves the Board to act 
only after due consideration of all the 
possible future as well as present conse- 
quences. For example, surplus deficits 
often arise under present depressed con- 
ditions because of previously earned sur- 
plus which has been “frozen” through 
stock dividends or otherwise appro- 
priated. 

It will be noticed that compliance with 
the Michigan Act requires a careful 
separation of the surplus accounts in 
_the balance sheet of A Corporation. 
Michigan balance sheets may no longer 
be presented to stockholders showing 
capital surplus, appreciation surplus, 
donated and earned surplus all merged 
into one item, and this provision should 
therefore eliminate much of the present 
unnecessary discussion between clients 
and their accountants. No such helpful 
provision seems to appear in the Dela- 
ware Act. 


4. Section 37 of Michigan and Section 27 
of Delaware cover the redemption of pre- 
ferred shares as shown below: 


Whenever any corporation formed or existing un- 
der this act, [organized under this Chapter] shall 
have issued any preferred or special shares it may, 
subject to the provisions of its articles. [Certificate 
of Incorporation, (1)] redeem such shares, if sub- 
ject to redemption, at such time or times, at such 
price or prices, and otherwise as shall be stated 
or expressed in the articles. Such corporation may 
[Certificate of Incorporation or (2)] at any time 


or from time to time purchase such shares, [but] 
in the case of shares subject to redemption, at not 
exceeding the price or prices at which the same 
may be redeemed but only from surplus. [or (3) 
at any time or from time to time, by resolution 
of the Board of Directors, retire any such shares 
redeemed or purchased out of surplus]. Such [The] 
corporation may apply to such redemption an 
amount out of its capital which shall not be 
greater than the sum of (1) that part of the con- 
sideration received for such shares which shall be © 
capital pursuant to the provisions of section 
twenty [14] of this, act [Chapter] and [that part of 
surplus which shall have been transferred and 
treated as capital in respect of such shares pursu- 
ant to the provisions of said Section and] (2) any 
amounts by which the capital of the corporation 
shall have been increased by other transfers from 
surplus in accordance with the provisions of said 
section twenty [14]; but no such redemption or 
purchase shall be made out of capital unless the 
assets of the corporation remaining after such re- 
demption [or purchase] shall be sufficient to pay 
any debts of the corporation, the payment of 
which shall not have been otherwise provided for. 
The [Any such] shares so redeemed or purchased 
by the application of capital [or otherwise retired 
pursuant to the provisions of this Section shall, 
upon the filing of the certificate hereinafter in 
this Section provided for,] and any shares of such 
[the] corporation surrendered to it on the conver- 
sion or exchange thereof into or for other shares 
of the corporation pursuant to the provisions of 
the articles. [Certificate of Incorporation] shall 
[after such conversion or exchange] have the sta- 
tus of authorized and unissued shares of the class 
of stock to which such shares belong. 

Whenever any such corporation shall redeem or 
purchase any of its shares pursuant to the provisions 
of this section thirty-seven, or shall have shares sur- 
rendered to it on conversion or exchange, if the cor- 
poration desires to reduce its authorized capital 
stock by the amount of the redeemed or purchased 
shares it shall amend its articles as provided in this 
act: Provided, [however] That, if the articles [Cer- 
tificate of Incorporation] prohibit[s] the re-issue 
of any such shares [the authorized capital stock 
of the corporation of the class to which such 
shares belong shall, upon such redemption, pur- 
chase, retirement, conversion or exchange, be 
deemed to be, and shall be, reduced to the extent 
of the aggregate par value of the shares so re- 
deemed, purchased, retired, converted or ex- 
changed or, if such shares are without par value, 
to the extent of the total number of such shares.] 
the corporation shall so amend its articles and fail- 
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ure to file every such amendment within thirteen 
months from such redemption or purchase shall sub- 
ject such corporation to a penalty of one thousand 
dollars to be collected in an action brought by the 
attorney general of this state unless the secretary of 
state shall for good cause shown extend the time for 
the filing of such amendment. 

Nothing contained in this section thirty-seven 
shall in any way affect the rights of any corporation 
to redeem or purchase any of its shares from surplus 
and to hold such shares or to resell them for such 
consideration [Nothing in this Section shall be 
construed as limiting the exercise of the rights 
given by Section 19 of this Chapter, or as in any 
way affecting the right of any corporation to re- 
sell any of its shares theretofore purchased or 
redeemed out of surplus for such consideration] 
as shall be fixed from time to time by the board 
of directors. 


In this section the Michigan law is not 
entirely clear. Apparently it deals primarily 
with redeemable preferred shares, and a dis- 
tinction must be made between purchased 
shares and shares to be redeemed by pur- 
chase. Otherwise the second sentence would 
be contradictory where it says “but only 
from surplus” and then immediately in the 
next sentence provides that redemption may 
be made partly from capital. This is fairly 
well explained by the Department of State 
in the following, which is quoted from a let- 
ter dated December 5, 1932: 


. it will be noted in the first part of the section 
permission is given for the redemption of pre- 
ferred stock at a price stated in the Articles. It 
then provides the corporation may from time to 
time purchase such shares at not exceeding the 
price at which the same may be redeemed but 
only from surplus which clearly intimates a cor- 
poration may purchase the stock before redemp- 
tion time, places a limitation on the price, and 
also states it can only purchase such stock from 
surplus. This, of course, means where the com- 
pany is exercising an option to go out and pur- 
chase such shares, in which case it is surrounded 
by these particular conditions. 

The law then states it may further apply to 
such redemption an amount out of capital, etc. 
This, we believe, means where the time limit has 
been reached and the shares must be redeemed 
then the corporation may purchase the stock out 
of its capital for a consideration. We believe you 
will readily see there is a distinct plan to be fol- 
lowed by a corporation purchasing its shares be- 
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fore the redemption date and another plan for 
redeeming its shares, and names the course when 
the obligation exists. Therefore, the two provi- 
sions of the statute are not in conflict. 


Again referring to the illustration, 10,000 
shares of preferred were issued, $100.00 per 
share was retained in capital, and the stock 
is redeemable at $105.00 per share. If any of 
the preferred has reached its redemption 
date 


(a) $100.00 per share of this redemption or 
call price may be taken from capital and, 
of course, $5.00 per share would neces- 
sarily be taken from surplus. 

(b) It cannot pay in excess of $105.00 per 
share as this is the call price placed on 
this particular class of stock. In an audit 
it is of course, important to note whether 
such a thing may have happened; if so, 
a full disclosure is necessary. 

(c) The articles must be amended to reflect 
the decrease if its reissue is prohibited. 

(d) If it wishes to hold the stock for resale, 
having purchased it under the conditions 
specified under Michigan’s Section 20 
and Delaware’s Section 14, it will be 
limited to the purchase of $350,000.00 
of preferred, which is the amount of 
available surplus. 

(e) When once redeemed out of capital such 
shares take the status of authorized and 
unissued shares and, therefore cannot be 
sold for any amount the directors may 
decide unless such amount would be 
legal for regular unissued shares. 


5. The source from which dividends may 
be paid is given in Section 22 of the Michigan 
Act and Section 34 of the Delaware Act. 

Section 22 of the Michigan Act is as fol- 
lows: 


The directors of every corporation formed or 
existing under this act, subject to any restrictions 
contained in its articles, shall have power to de- 
clare and pay dividends upon the shares of its 
capital stock either from earned surplus or from 
net earnings. In determining earned surplus ap- 
preciation of value of the assets of the corporation 
shall not be included until realized: Provided, 
That appreciation of value shall no tbe construed 
to include any increases which result from read- 
justment of previous reductions of value to cor- 
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rectly reflect the accounts of the corporation at 
the time of such determination of earned surplus. 
In determining what is earned surplus the judg- 
ment of the board of directors shall be conclusive 
unless it shall be shown that the directors acted 
in bad faith or were grossly negligent. 

Nothing in this contained shall prevent a cor- 
poration from declaring and paying dividends 
upon its preferred stock from any surplus; Pro- 
vided, That if such dividend shall be declared and 
paid from any surplus other than earned surplus 
the shareholders receiving the same shall be ad- 
vised of that fact at the time of payment to them 
and the next annual statement of accounts to be 
given to the shareholders shall indicate the sur- 
plus from which such dividend was paid. 

Nothing in this act contained shall prevent a 
corporation, whose business consists substan- 
tially of the exploitation of wasting assets, from 
paying dividends without making deduction for 
the depletion of such assets resulting from lapse 
of time or from the consumption or sale of such 
assets incidental to their exploitation. 

No stock dividend from shares without par 
value shall be declared unless there shall be trans- 
ferred to capital at least the equivalent in value 
per share of such dividend as equals the average 
original consideration amount per share of the 
shares without par value outstanding at the time 
of such declaration which is carried as capital. 

Nothing contained in this act shall prevent a 
corporation, whose capital is not impaired, from 
declaring stock dividends from appreciation of 
the value of the assets of such corporation. 

Nothing contained in this section shall prevent 
the directors of any corporation, or the share- 
holders thereof if the articles shall so provide, 
from setting apart out of any of the funds of the 
corporation available for dividends a reserve or 
reserves for any proper purpose or from abolish- 
ing any such reserve in the manner in which it was 
created. 


Section 34 of the Delaware Act states that 
the directors shall have the power to de- 
clare and pay dividends 


(a) out of its net assets in excess of its capital 
as computed in accordance with the provisions of 
Sections 14, 26, 27 and 28 of this Chapter, or (b) 
in case there shall be no such excess, out of its net 
profits for the fiscal year then current and/or the 
preceding fiscal year; provided, however, that if 
the capital of the corporation computed as afore- 
said shall have been diminished by depreciation 
in the value of its property, or by losses, or other- 
wise, to an amount less than the aggregate 


amount of the capital represented by the issued 
and outstanding stock of all classes having a pref- 
erence upon the distribution of assets, the direc- 
tors of such corporation shall not declare and pay 
out of such net profits any dividends upon any 
shares of any classes of its capital stock until the 
deficiency in the amount of capital represented 
by the issued and outstanding stock of all classes 
having a preference upon the distribution of as- 
sets shall have been repaired. Subject to any re- 
strictions contained in its Certificate of Incor- 
poration, the directors of any corporation engaged 
in the exploitation of wasting assets may deter- 
mine the net profits derived from the exploitation 
of such wasting assets without taking into con- 
sideration the depletion of such assets resulting 
from lapse of time or from necessary consumption 
of such assets incidental to their exploitation. 


Again referring to the illustration, it fol- 
lows: 

(a) That cash dividends on common shares 
in excess of $100,000.00 could not be 
declared by a Michigan corporation at 
this time, and then only if treasury 
shares had not been purchased at a cost 
in excess of $250,000.00 as such an 
amount would represent all of the sur- 
plus available for use in such a purchase 
without its having reduced the earned 
surplus figure. In other words, any 
treasury shares owned which cost in 
excess of $250,000.00 would reduce the 
amount of the earned surplus available 
for dividends. This is important infor- 
mation to any director who desires to 
avoid the personal liability which at- 
taches itself to the declaration of divi- 
dends out of capital. 

That unless the corporation owned 
treasury shares at a cost which would re- 
duce the total surplus available for 
dividends, the entire $350,000.00 of sur- 
plus would be available for preferred 
dividends. It is important to note, how- 
ever, that the ownership of any treasury 
shares limits the amount available for 
preferred dividends to an amount repre- 
sented by the total previously available 
surplus less the cost of the treasury 
shares owned. It should also be noted 
that in Michigan when dividends are 
paid on preferred stock out of any sur- 
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plus excepting earned surplus, this fact 
must be disclosed to the stockholders 
at the time of payment, and also must 
be so indicated to them in the annual 
statement. The balance-sheet effect of 
this provision is, of course, important 
and should be acceptable to any ac- 
countant. 

That in Michigan, if a stock dividend 
were declared by the A Corporation on 
its common stock it would be necessary 
to charge surplus and credit capital with 
$70.00 per share, and that if such stock 
dividend were declared in preferred stock 
it would be necessary to charge surplus 
and credit capital with $100.00 per 
share. In other words, any shares added 
to the capital account through stock 
dividends must have the same equality 
as the average of like shares previously 
existing in the capital account. It is 
understood that the law lays down only 
the minimum requirements for such a 
transfer to capital. However, consider- 
ing capital in its economic sense, which 
would include paid-in surplus in a defi- 
nition of capital, an additional sum 
should at the same time be similarly 
transferred from earned surplus to 
paid-in surplus. Such a sum would repre- 
sent the average of like shares existing in 
the paid-in surplus account. The rules 
of the New York Stock Exchange re- 
quire such procedure in the case of in- 
vestment trusts. The attorney for the 
client will no doubt have advised the 
client properly, but it is well for the ac- 
countant to verify the client’s action in 
regard to these transfers. 

Had there been surplus arising through 
appreciation and no existing impairment 
of capital, a stock dividend could also 
have been declared from such “‘apprecia- 
tion surplus.” In Michigan cash divi- 
dends, however, cannot be paid out of 
surplus arising through appreciation and 
this is, of course, another reason why the 
source of dividends should be carefully 
examined and disclosed. Capital as de- 
fined in these laws may be termed legal 
capital and is, of course, as is indicated 


in (c), different than economic capital. 
Economie capital includes paid-in sur- 
plus and permits a deduction from the 
capital stock and surplus accounts of 
those amounts originally included in 
those accounts and which represent re- 
purchased shares. The contention is here 
made, however, that such display is not 
conducive to a proper presentation of 
certain legal facts which are of extreme 
importance to the client. It is possible 
that some method of display might be 
devised which would set forth both kinds 
of capital, but it would be difficult to ar- 
range it so that it could be readily under- 
stood. 


Ill 


There remains to be considered the best 
means of displaying clearly these various 
conditions on the balance sheet. 

Accountants sometimes feel that treasury 
stock may be treated as an asset, but usually 
it is considered better to deduct it from 
capital in the net worth section of the 
balance sheet. We will assume that its treat- 
ment as an asset is inadvisable and limit the 
discussion to its deduction from net worth. 

Assume that during the year 1932 A Cor- 
poration repurchased 5,000 shares of its com- 
mon stock at $60.00 per share, representing 
an outlay of $800,000.00. This transaction 
would be entirely proper under the law 
as A Corporation had a surplus equal to 
$350,000.00. Various means of displaying 
this transaction on the balance sheet have 
been in vogue. The real problem, however, 
is to bring out the facts in the most under- 
standable, concise and accurate manner. A 
number of methods follow: 


1. Deduct the original “stated capital value” 
of the stock purchased from the capital 
section and treat the difference as a profit. 
This method is, in the writer’s opinion, 
dangerous. A profit realized by a cor- 
poration from the purchase of its own 
capital stock and represented by the 
difference between the capital originally 
received and the amount paid for it, is 
surely fictitious. A corporation can make 
no profit in dealings with its own in- 
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vestors because of the close identity of the 
investors with the corporation. 

. Deduct the same amount from the “stated 
capital value”’ as in (1) and provide a re- 
serve for the difference, placing this re- 
serve outside of the net-worth section 
of the balance sheet. This less common 
method, while more conservative, still 
does not result in a true picture, because 
net worth is reduced by the full amount 
of the stated capital of the shares pur- 
chased, and the reserve necessarily repre- 
sents anticipatory profit on the purchase 
of the 5,000 shares of common stock. 

. A commoner treatment is to show the 
situation as in (2) excepting that the re- 
serve would be shown in the surplus sec- 
tion. This result would be to reduce the 
capital stock by $350,000.00 (5,000 shares 
at $70.00 per share) and increase the sur- 
plus section by $50,000.00 (5,000 shares 
at $10.00 per share) the result of which 
is a decrease in net worth equal to the cost 
of the shares purchased, or $300,000.00. 


It does not seem to the writer that any of 
the above methods fully display the facts or 
meet the provisions of the Michigan or Dela- 
ware Acts because: 


1. If treasury stock may not be purchased 
when such purchase would result in an 
impairment of capital, then the balance 
sheet should show clearly that such im- 
pairment does or does not exist. The best 
way in which this may be displayed is by 
deducting the cost of the purchased stock 
from the surplus accounts. Any impair- 
ment will then disclose itself through the 
resulting deficiency in surplus, and if im- 
pairment does not exist then the remain- 
ing surplus is the proper amount available 
for dividends which may be declared 
without producing an impairment of 
capital. 

. If the capital of a corporation may not be 
reduced legally, excepting under the pro- 
visions of Section 37 or 27, or by filing cer- 
tain papers with the state department, 
then the capital structure should not be 
disturbed unless one of such actions does 
happen. The capital section of the balance 


sheet therefore, should not be disturbed 
unless it has been legally changed in ac- 
cordance with the corporation law. 

. If by the acquisition of its own shares, a 
corporation reduces its surplus available 
for dividends, then the amount still avail- 
able should be disclosed so that the 
directors may not inadvertently declare 
dividends out of capital and thus indi- 
vidually or collectively become liable for 
the amount of such declaration. 


It therefore follows that the cost of shares 
of its own stock purchased by a corporation 
(unless they are shares which are redeemed 
through a reduction of the capital by proper 
state authorization) should be deducted on 
the balance sheet from the surplus account 
out of which they could have been legally 
purchased if there were sufficient surplus 
available. If they are not so shown or the 
facts otherwise clearly disclosed, then the 
facts may be distorted and important in- 
formation to the management and to the 
public remain undisclosed. 

At this point it may be well to quote from 
Sections 50 and 37 of the Acts which place 
a definite liability on the directors or officers 
of a corporation who allow public notices or 
statements to be issued which are false in any 
material representation. Section 50 of Michi- 
gan is as follows: 

Section 50. Same; Notices; Liability 

If any report, certificate or other statement 
made or public notice given by the officers or di- 
rectors of a corporation shall be false in any ma- 
terial representation, or if any of the books, rec- 
ords or accounts of the corporation shall be know- 
ingly or wrongfully altered, the officers, directors 
and/or agents knowingly or wrongfully authoriz- 
ing, signing and/or making such false report, 
certificate, other statement or notice or authoriz- 
ing or making such wrongful alteration shall 
jointly and severally be personally liable to any 
person who has become a creditor or shareholder 
of the corporation upon the faith of any such 
false material representation or alteration therein 
to the amount of the debt contracted upon the 
faith thereof if not paid when due, or the damage 
sustained by any purchaser of, or subscriber to, 
its stock upon the faith thereof. The liability im- 
posed by this section shall exist in all cases where 
the contents of any such report, certificate, other 
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statement or notice or any material representa- 3. A preferred stock dividend of 10% was 


tion therein shall have been communicated either 
directly or indirectly to the person so becoming 
a creditor or shareholder and he shall have be- 
come such creditor or shareholder upon the faith 
thereof. No action can be maintained for a cause 
of action created by this section unless brought 
within two years from the time of discovery of 
such false representation or alteration and within 
six years from the time the certificate, report, 
public notice or other statement or such altera- 
tion shall have been made or given, as the case 
may be, by the officers, directors and/or agents 
of such corporation. 


Section 37 of the Delaware Act, covering 
“False Statements as to Condition or Busi- 
ness, Unlawful; Penalty,” reads: 


If the directors or officers of any corporation 
organized under the provisions of this Chapter, 
shall knowingly cause to be published or give out 
any written statement or report of the condition 
or business of the corporation that is false in any 
material respect, the officers and directors causing 
such report of statement to be published, or given 
out, or assenting thereto, shall be jointly and sev- 
erally, individually liable for any loss or damage 
resulting therefrom. 


Since audit reports prepared by outside 
accountants are so often presented by the 
officers or directors to bankers and other 
credit grantors for the purpose of establish- 
ing and maintaining credit, Sections 50 and 
87 create a compelling reason for the ac- 
countant to insist on proper amplification 
and display of these facts. 


IV 


For the purpose of further illustrating a 
proper disclosure of information, assume 
that A Corporation started out the year 1982 
with a net-worth section in its balance sheet 
as shown in the first illustration. Assume 
further that a balance sheet one year later is 
now in order and that during the year the 
following net-worth transactions occurred: 


1. Earned surplus was increased by $25,000, 
the net profit for 1932. 

2. Fixed assets were increased by $100,000.00 
of appreciation and an account, “Surplus 
arising from appreciation” was created 
for the same amount. 


declared out of surplus arising from ap- 
preciation, which made necessary of 
course a transfer from the special surplus 
account to capital stock account. 

. 5,000 shares of its common stock were 
repurchased at $60.00 per share. 

. 1,500 shares of its preferred were repur- 
chased at $105.00 per share (the redemp- 
tion or call price); these shares are to re- 
duce its capital by redemption as pro- 
vided under Section 37. 


The set-up on page 10 showing the net- 
worth section at the end of the year will 
serve to bring out the points above men- 
tioned, and will reflect the capital situation 
with proper regard for the legal status of the 
accounts and with greater clarity to readers 
of the balance sheet. It is conceded that the 
illustration contains more than a normal 
number of transactions and that the results 
are, therefore, more cumbersome than in 
most practical cases. While there are other 
ways of disclosing the same information by 
different arrangements and by descriptive 
footnotes, clarity and full understanding of 
the facts is the desired end to be attained. 

The second illustration on page 10 seems 
to point out facts which otherwise would 
remain undisclosed. Among these are: 


1. That while treasury common stock is 
owned it did not cost in excess of the 
available surplus and was therefore, pur- 
chased in compliance with the law. 

. That only $67,500.00 of surplus remains 
available for distribution as dividends and 
that the declaration of more than that 
amount would be improper. If it is as- 
sumed that the cost of treasury shares 
was allocated first to paid-in surplus, then 
the remaining surplus balance is earned 
surplus available for cash dividends on 
either class of stock. However if the 
$300,000.00 was prorated between the sur- 
plus accounts, or allocated first to earned 
surplus, the amount available for Michi- 
gan common dividends would be still 
further restricted. 

. That while there is apparently paid-in 
surplus remaining available for preferred 
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A Corporation (Second Illustration) 


Net Worts (December 31, 1982): 
Preferred capital stock: 7% cumulative, par $100, redeemable 
at $105— 
Original authorization and issue at January 1, 1982— 
10,000 shares sold for $115 
Stock dividend of 1,000 shares authorized and issued 


Total authorized and issued, 11,000 shares 
Less—1 , 500 shares repurchased and canceled in 1932. . 


Balance, representing 9 , 500 shares outstanding 


Common capital stock: 20,000 no-par shares authorized and 
issued at $75 .00 per share, of which $5.00 was allocated to 
paid-in surplus and of which 5,000 shares were reacquired 
as shown below 


Paid-in surplus arising from— 
Sale of 10,000 preferred shares at premium of $15.00 per 


Revaluation of fixed assets 
Less—Preferred stock dividend declared therefrom 


Total paid-in surplus 
Earned surplus— 
Balance, December 31, 1931 
Net profit for year ending December 31, 1932 


242 , 500.00 


125,000.00 


Total paid-in and earned surplus 
Less—Common shares repurchased and held for resale 
(5,000 shares at $60.00 per share) 


$67,500.00 


Total net worth 


dividends amounting to $242,500.00, yet 
actually the ownership of $300,000.00 
of common makes the payment of pre- 
ferred dividends in excess of $67,500.00 
impossible unless some of the repurchased 
common is sold. 


. That after these various purchases and 
transactions, the capital still remains un- 
impaired and that the legal “capital” is 
$2,350,000.00, no more and no less. 


Care should be taken to avoid showing a 


statement for which the directors or officers 
of the corporation might become liable, as 
may be done if the cost of treasury shares is 
not deducted from surplus instead of ap- 
pearing as an asset, or if any portion of the 
cost of such shares is deducted from capital 
excepting where capital has been formally 
reduced by the proper legal action. The 
whole subject of the proper display of net 
worth and treasury stock on financial state- 
ments merits the most careful consideration 
of every accountant. 
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THE SOCIETE ANONYME: FROM JOINT ACCOUNT 
TO BUSINESS CORPORATION 


STANLEY E. Howarp 


mulgated by Napoleon in 1807, con- 

tains a striking instance of an official 
changing of usage in a matter of business 
terminology. In making legislative recog- 
nition of the business corporation, the 
framers of the Code applied to the corpora- 
tion, as its official designation, the term 
“société anonyme,” literally “anonymous 
society,” “a society without a name.” In so 
doing they appropriated a term which 
hitherto had been employed both by lay- 
men and by members of the legal profession 
to designate various types of informal as- 
sociations of business men, not one of which 
at all resembled a corporation. These forms 
of association were, in fact, characterized by 
features which are diametrically the op- 
posite of those which characterize the busi- 
ness corporation. Yet the change in the 
official meaning of the term société anonyme 


Ts FRENCH Code de Commerce, pro- 


was effected, and the new meaning has ap- 
parently entered into common usage on a 


permanent basis. The modern visitor to 
France sees on all sides, employed as a suffix 
or in the designation of specific business 
enterprises, the term société anonyme or its 
abbreviation, “S.A.” He understands, cf 
course, that its modern meaning is that the 
enterprise in question is incorporated; that 
“S.A.” has in a general way the significance 
of the British “‘Ltd.” and the American 
“Inc.” Before 1807 that which was known 
as the société anonyme not only was not a 
corporation; its status as a commercial 
société of any sort was doubtful. It was 
clearly an association and was sometimes so 
described. An examination of some of the 
forms of association formerly designated as 
sociétés anonymes will serve to emphasize 
how radical was the terminological change 
ordered by the Napoleonic Commercial 
Code. 

In the pre-1807 usage “société anonyme” 
was only one of several synonymous terms. 


Each such société or association was vari- 
ously described as anonyme (without a 
name), inconnue (unknown), momentanée 
(temporary), occulte (secret), or imprévue 
(unforeseen, improvised or ex tempore). 
Other descriptive expressions were société en 
(or par) participation, association en (or par) 
participation, (society or association in [a 
scheme of] participation). Occasionally we 
find the expression société participe. Ac- 
countants will be interested to know that an 
arrangement of the sort referred to was 
often called a compte en participation (an ac- 
counting in [a scheme of] participation); 
sometimes it was termed a “‘compte a demi,” 
literally, “‘an accounting by a one-half 
share,”’ or a sharing of profits. It was a form 
of joint account. Of all these word-combina- 
tions, “société anonyme” and “association en 
participation” appear to have been the ones 
most frequently employed. The Commercial 
Code provided in effect that after January 1, 
1808, “‘société anonyme”’ should mean “‘busi- 
ness corporation,” and that the forms of 
cooperative business activity which had up 
to that time been commonly described as 
“sociétés anonymes” should thereafter be 
known as “associations en participation.” 
The association en participation or société 
anonyme (in its pre-1807 meaning) was an 
arrangement of cooperation between or 
among business men. It was informal, more 
or less temporary, and more or less literally 
secret. It involved the sharing of profits and 
losses by the participating individuals. It 
sometimes had features of an underwriting 
or risk-sharing character. It lacked the union 
of separate capital investments in a common 
fund. While its exact counterpart in Ameri- 
can business terminology is not easily found, 
the association en participation, société 
anonyme or compte & demi may perhaps not 
incorrectly be conceived as a “cross” be- 
tween a joint venture and an underwriting 
syndicate. It had different forms or manifes- 
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tations; and these appear to have varied 
somewhat from one historical period to an- 
other. 

II 

One of the earliest forms of the société 
anonyme appeared as the association of per- 
sons who participated secretly in the farm- 
ing of taxes, such as the octroi. The tax 
“farmer” (fermier) for a town, city or other 
district associated with himself several capi- 
talists to participate in the profits or losses 
of the undertaking. As a condition of their 
participation the inactively associated per- 
sons advanced to the active and publicly 
known fermier (the gérant, or manager) such 
sums as were needed either to be paid over 
immediately to the government or prince, 
or to finance the actual operations of tax 
collecting. The participation of these per- 
sons was not publicly known; the fermier 
alone was known and he alone was responsi- 
ble to the public and to the public authority. 

“‘Participations”’ were [of] very frequent [oc- 
currence] in Italy; they were formed not only for 
almost all maritime ventures, but chiefly for the 
farming of the public revenues. An individual be- 
came the “‘tax farmer” (adjudicataire de la ferme, 
the one to whom the ferme was awarded on the 
basis of bidding as at an auction); it was a big 
undertaking. To conduct it successfully, in pro- 
viding himself assistants, he admitted to have a 
part in it many great capitalists, who remained 
unknown to the public, but who formed a large 
group of interested [parties], sometimes called 
commanditaires and sometimes called partici- 
pants. 

This reference to commanditaires and par- 
ticipants suggests the closeness of relation- 
ship between the société en commandite and 
the société anonyme or association en par- 
ticipation. If the fermier or gérant alone trans- 
acted business with the public, keeping the 
associated capitalists absolutely out of the 
picture and literally unknown (inconnus), 
then it appears that, there being in a legal 
sense no common fund of the associated 
group, the participants, even though after- 


1Troplong, in Le Droit Civil, Expliqué Suivant 
Ordre du Code, the volume entitled Du Contrat de 
Société, (Bruxelles, 1843), pp. 183-184. This translation 
and others from French books and documents have been 
made by the present writer. 


ward discovered, could not be held as 
partners (associés) liable for the obligations 
contracted by the fermier. They were held 
to be “participants” rather than “mem- 
bers.” On the other hand, they were en- 
titled at the conclusion of the venture to an 
accounting by the managing fermier, or 
gérant, for profits gained and losses suffered. 
If the creditors of the fermier could establish 
the existence of a true société, that is, the 
existence of a common fund and the exist- 
ence of a business entity (corps moral, per- 
sonne morale), then, under the principle that 
“the substance of the matter which con- 
stitutes the object of the société resides in 
each one of the members (associés),’”? part- 
ners’ unlimited liability or something ap- 
proaching it, was the possible result. To 
avoid this, use might be made of the device 
of the limited partnership, the société en 
commandite entered into under a formal con- 
tract. These two forms, the société anonyme 
or en participation and the société en com- 
mandite, had, in the opinion of contem- 
porary legal scholars (especially the Italians), 


much in common. They appear to have been j 


closely related and sometimes in practice 
almost indistinguishable. It was occasionally 
a matter of some difficulty to decide whether 
in a specific instance there existed a true 
société composed in part of commanditaires 
(limited liability partners) or an association 
composed of participants.* The eighteenth 
century legal commentator Pothier made a 
concise comparison of the two institutions.‘ 


2 Troplong, op. cit., p. 185. 

* Troplong, op. cit., pp. 23-24, 153-155. The pre 
1807 société anonyme or association en participation and 
the société en commandite, not only as they were em- 
ployed in tax farming, but as they were used in strictly 
private, commercial enterprises, often had another fea- 
ture in common, namely the presence, either as 
ticipants or as associés en commandite, of individual 
the non-business classes. “‘Sociétés anonymes are formed 
not only among merchants and tradesmen; but also 
there are persons of quality, of the cloth and the sword, 
who enter into them with [merchants and tradesmen] 
with a view toward profitably employing their money.” 

naire Universel de Commerce (Paris, 1723), vol. 
II, column 1552. See also the American case of Ames. 
Downing, 1 Bradford (N. Y.) 321 et ff; and Howard, 
Stanley E., Business Partnerships in France Befort 
1807, Accountine Review, vol. VII, no. 4 (Dec 
1932), pp. 242-257, especially pp. 246-249. 

4 Pothier, R. J., Traité du Contrat de Société, in vol. 
II of his @uvres, as published in Paris in 1831. P. 416. 
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The société anonyme and the société en com- 
mandite are alike in this [respect], that in both of 
them there is only one of the associates (associés) 
who makes contracts [that is, with the public], 
and who obligates himself to the creditors of the 
société; [as to] the other [type of] associate, who 
is the associé inconnu in sociétés anonymes, corre- 
sponding to the associé en commandite, [these as- 
sociates] are not obligated except toward their 
associé principal. 

These associates differ in this [respect] that in 
the société anonyme the associé inconnu is defi- 
nitely held for the share which he has in the 
société, to reimburse (acquitter) his associé [prin- 
cipal] for the debts which he has contracted for 
the société; whereas the associé en commandite is 
not obligated except up to the amount of the sum 
which he has invested in [the] société. 

Noteworthy features of the société anon- 
yme, or association en participation, when 
employed in tax farming, were that normally 
the association of the participating indi- 
viduals extended over a considerable period 
of time; that it was effected for the per- 
formance of a series or succession of similar 
transactions;’ and that there was in each 
instance a concentration of active manage- 
ment in one gérant, the fermier. In contrast, 
the sociétés anonymes of the two types next 
to be discussed were formed for private trade 
rather than to serve as instruments of pub- 
lic financial administration. In them, also, 
any or all, not merely a particular one of the 
participants, might from time to time be 
active in the conduct of the business of the 
société or association. 


A second general type of société anonyme 
(in the pre-1807 sense) was one which was 
more or less tainted by the presence of monop- 
dlistic intent. Of this type there were sub- 
types according as the activity of the 
société or association took place on the buy- 
ing or on the selling side of the market. 
Merchants on their way to attend one of 
the periodic fairs, such as those of Cham- 

5 It later became a matter of some difference of opin- 
ion among the judges and the critical students of the 
Commercial Code whether an association engaged in 
the performance of a succession of similar business 
transactions could be a société or association in an ar- 


rangement of participation, rather than an ordinary 
partnership. 
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pagne or at Lyon, might secretly agree, in 
order to avoid competition and its (to them) 
harmful results, to make all their purchases 
at the fair or market by individual negotia- 
tion, but for a common fund or pool; the 
merchandise thus pooled to be subsequently 
divided by lot among the participants. The 
individual trading was, of course, on pre- 
agreed terms. Such a société was anonyme 
in the sense that it was occulte, secret in a 
special sense and for a reason that would 
hardly have been expected to receive the 
public approval. It was frequently imprévue 
or ex tempore, inasmuch as it was likely to be 
formed en route to the fair or market. It was 
usually, and for obvious reasons, based en- 
tirely on verbal pledges mutually given. 
Jacques Savary, the elder, principal author 
of the Ordinance of 1673, charged the 
Dutch merchants, settled at Nantes to buy 
French wines and brandies, with the forma- 
tion of sociétés of this type.® 

But the “cooperative” game could be 
played on both sides of the market. 


But when the goods are rare, those who sell pay 
back the buyers at their trick; for the most power- 
ful merchants form together sociéiés anonymes or 
inconnues; . . . having forestalled and purchased 
in the country from the other, little, merchants 
all the goods to carry them to the fairs and mar- 
kets, they there set what price they please; and 
by this means it is necessary that those who wish 
to buy pass through their hands, on penalty of 
returning without buying anything. 

These kinds of sociétés are, to speak accurately, 
monopolies, which are formed contrary to the 
public welfare and which overthrow the economy 
of trade.” 

In support of this last assertion Savary 
testified that at the fairs, which were held 
for pre-determined periods, he had seen the 
market collapse after having remained long 
dead-locked through the operation of mono- 
polistic, but opposing, société anonymes.® 
The best that he could say in defence of 
these informal associations was that oc- 


6 See Le Parfait Négociant (Ed., 1777), p. 370. The 
first edition of this work appeared in 1675. For notes on 
the life of —— Savary and his famous Le Parfait 
Négociant, see Howard, Business Partnerships in France 
before 1807, pp. 243-244. 

7 Ibid., 370. 

8 Ibid., pp. 70-871. 
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casionally a combination of sellers, formed 
on the way to market, might resist the im- 
portunities of individuals who, contrary to 
the medieval regulations, came out to meet 
them and to forestall the operations of the 
recognized market in the town.® He con- 
cluded his comments on this type of coopera- 
tion by saying, “There are tricks in trade 
which it is very difficult to prevent.’° In 
the Dictionnaire Universel his sons said, 
“This sort of société anonyme is very prej- 
udicial to trade, being properly a monopoly, 
which in a good ordering [of things] should 
be absolutely forbidden and punished." 
Pothier’s comment was: 


This [sort of] société is permissible when it does 
not tend to have the merchandise [bought] at a 
price lower than the just price and when there is 
at the sale a great assembly of revendeurs [li.e., 
purchasers buying to sell again] other than these 
associates. 

But if those who shall have formed this société 
were the only ones who found themselves at the 
sale, [and] were in a position to raise the goods in 
price, it is evident that this société, which would 
tend to have the merchandise [bought] at a price 
lower than that which they would be willing to 
give, would involve injustice. 


Obviously Pothier had in mind, in framing 
this passage, a société anonyme operating 
from the buyers’ side of the market. It is 
interesting to note in this comment of an 
eighteenth century student of the law the 
emphasis placed upon the concept of the 
“just price.” 


IV 


A third type of société anonyme (in the 
pre-1807 sense) is free from all connection 
with either public financial policies and 
operations or the monopolistic designs of in- 
dividuals. In general this type may be de- 
scribed by the English term “joint ven- 
ture;” yet this description is not completely 
accurate, for the société anonyme in this form 
lacks certain partnership attributes of the 
English and American joint venture. As in 


Ibid., p. 370. 

10 Tbid., p. $71. 

11 Dictionnaire Universel de Commerce, vol. II, column 
1551. 

12 Pothier, op. cit., p. 416. 


the two preceding types, there is here no 
true trading on a joint stock of goods, the 
combined and common capital of the per- 
sons associated. The société anonyme in 
this third form or type resembled, and un- 
der its present designation, “association en 
participation,” still resembles, the modern 
syndicate, such as is used in the investment 
banking field for the underwriting of in- 
vestment security issues. Such a société 
was secret and temporary in differing de- 
grees from case to case. Unlike sociétés 
anonymes of the second type, it was fre- 
quently based upon, or evidenced by, in- 
struments in writing; but these instruments 
were informal, varying all the way from 
ordinary business correspondence to pri- 
vately signed deeds (actes). 

From the illustrative cases of this third 
general type of société anonyme three slightly 
different sub-types may be distinguished. 
First there is that of the apportionment of 

“interests” or “participations” in a marine 
voyage. A sells to B such a participation. At 
the conclusion of the venture, which A 
manages in his own name, all expenses and 
debts are paid and from the net income of 
the undertaking (produit net de l’opération) 
B receives his proportionate share." 

Next there is the case of secret participa- 
tion in the marketing of some commodity. 
In the 17th, 18th and early 19th centuries 
the importing and subsequent sale of mer- 
chandise afforded the more usual illustra- 
tions. An importer, Monsieur C at Marseille, 
on the arrival of a ship from Smyrna, sends 
to D, a business correspondent at Paris, a 
list of items contained in the cargo, inviting 
the Parisian to participate with him in the 
purchase and sale of some or all of the items 
in the list. D accepts the offer of participa- 
tion, perhaps even authorizing C to draw 
upon him for needed sums of money up toa 
designated maximum amount. C then pur- 
chases the lot. In so doing he acts only in his 
own name; Dis unknown toE, the first owner 

13 For example, M. Léon Batardon in his Traité 
Pratique des Sociétés Commerciales (Paris, 1924), in his 
treatment of associations en participation, devotes 4 
chapter to the subject Des Syndicats de Garantie. Op. 


cit., pp. 817-831. 
ia Troplong, op. cit., p. 183. 
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of the goods, and to F (if there is such a per- 
son), E’s agent in making the sale to C. 
E’s claim for payment is a claim upon C, 
not upon D. C and D do not necessarily 
divide the physical units of goods bought, 
but proceed to effect their sale on a partici- 
pation basis. If C retains the merchandise at 
Marseille and there sells it “on open ac- 
count,” C, not D, is the vendor known to 
the customers; C, not D, has claims upon 
these customers for the amounts of the prices 
agreed upon. If, on the other hand, as an 
operation of the participation, C ships the 
goods or a part of them to D at Paris, and 
D there sells them, D in so doing sells in his 
own name. His customers owe him, not C, 
for their purchases of these goods. They do 
not know of the existence of the société or 
association of C and D, which is inconnue 
or occulte. It has no corps moral, no nom 
social, no personne morale, no raison sociale. 
There is no true trading on a joint stock. As 
between the two associates C and D there 
is an accounting obligation, an arrangement 
of joint account; hence the expressions 
“compte en participation” and “‘compie a 
demi.”’ In fact D may never see the goods 
involved in the participation or have any- 
thing directly or openly to do with opera- 
tions of buying and selling. His function, 
then, is that of an underwriter and the ex- 
pression “‘compte en participation” is pecu- 
liarly appropriate.'** 

Finally there is the case of the voluntary 
and informal association of business men to 
finance and manage an operation somewhat 
unusual in its nature, or infrequent or irregu- 
lar in occurrence, one which involves the use 
of a substantial sum of money or of credit, 
or one which is expected to extend over a 
considerable period of time. The classic illus- 
tration is that of the association of several 
persons in a joint venture to import grain 


Ms For illustrations of sociétés anonymes of this second 
sub-type consult the following references: Le Parfait 
Négociant, pp. 368-369; Dictionnaire Universel de Com- 
merce, vol. II, column 1551; Pothier, op. cit., p. 416; and 
Troplong, op. cit., p. 182 et passim. Lacour and Bou- 
teron, joint authors of a modern French textbook, give 
this same illustration as typical and “classical” —‘‘un 
exemple classique.” Lacour, Léon, and Bouteron, 
Jacques. Précis de Droit Commercial (Paris), vol. I 
(1921), pp. 486-437. 
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from eastern Europe at a time of scarcity 
and high prices in France. 


Two or three merchants, seeing that wheat is 
dear in France and cheap at Odessa, agree that 
Pierre, one of them, shall go to that city to make 
a considerable purchase of so many sacks of 
wheat, and subsequently to ship this grain to the 
port of Marseille to Joseph, another participant, 
[who is] charged with re-selling it. Furthermore, 
since this is only one restricted affair, these mer- 
chants do not assume a business name (raison 
sociale). One alone buys that which is agreed 
upon; another alone re-sells it, and renders an 
accounting to his associates (associés), [who are] 
anonymous (anonymes) so far as concerns the 
public.'5 


As such an undertaking as this one might 
be expected to consume some time and to 
require considerable money or credit to be 
used, there would be some hesitancy in hav- 
ing as written evidence of the understanding 
only the correspondence which might pass 
between the participants. It was therefore 
not unusual to prepare an instrument or 
deed embodying the agreement; but this in- 
strument was informal in the sense that 
it was signed privately (sous seings privés), 
that is not under oath, by the participants. 
The instrument creating such a relationship 
of participation need not, of course, be 
publicly registered; the relationship of par- 
ticipation was not mentioned in the Ordi- 
nance of 1673 which set forth the require- 
ments of registration of partnerships. 


In the process of re-codifying the com- 
mercial law, the Napoleonic Council of State 
introduced a three-fold, in place of a two- 
fold, classification of sociétés commerciales. In 
addition to the ordinary or unlimited (i.e., 
unlimited liability) partnership (société en 
nom collectif) and the limited liability part- 
nership (société en commandite), there wus 
recognized the business corporation, under 
the descriptive title “société anonyme.” By 
so describing the business corporation, the 
framers of the Code deprived the informal 


1 Troplong, op. cit., p. 183. See also Le Parfait 
Négociant, p. 371; and Dictionnaire Universel de Com- 
merce, vol. II, columns 1551-1552. 
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arrangement of participation of one of its 
principal names. Levasseur says that the 
Council “rightly considered [the association 
en participation to be] an accidental and 
secondary form”; to be “nothing more than 
a temporary phenomenon which does not 
give rise to a true société.””* 

In Articles 47-50 inclusive of Book I, 
Title III, of the Code of Commerce are 
found those provisions of the law which de- 
scribe the old société anonyme under its, in 
1807, new official designation.’” 


47. Independently of the three kinds of so- 
ciétés above [mentioned], the law recognizes as- 
sociations commerciales en participation. 


16 Levasseur, E., Histoire du Commerce de la France. 
Part II, p. 48 and ‘48 note. 

The view expressed by Levasseur, that the associa- 
tion en participation is not in strict interpretation a 
société at all, has been the subject of some controversy. 
The opposing contention is that the association en 

is a peculiar kind of société. That which 
the upholders of both views have in common is recogni- 
tion of the fact that, in contrast with the société en nom 

if, the société en commandite and the société 
anonyme = the post-1807 sense), the association en par- 
ticipation has no corps moral, no personne morale, no 
personalité juridique, no individualtié distincte; it does 
not constitute an étre moral. 

The language of the Code of 1807, which appears 
later in translation in the body of the text of this article, 
was ambiguous in that, after failing to include the 
association en participation as a fourth type of société 

commerciale reco; by law, it stated (in Article 50) 
that this form of association was exempt from certain 
requirements imposed upon “other societies.” 

This ambiguity of has been removed by the 
law of June 24, 1921, which amended Article 49 of the 
Code, to read in part: “Associations en participation are 
sociétés whose existence is not revealed to the public.” 
See Batardon, op. cit., pp. 1 note, 5, 7 note, 787-789 
et f. Lacour and Bouteron discuss the subject of associ- 
ations en participations under the heading “‘Sociétés en 
participation,” Op. cit., vol. I, p. 436 et ff., Cail vol. III, 
p. 310 et f. 

7 The text of the Code de Commerce is found in its 
official form in the French Government’s Bulletin des 
Lois, 4th Series, Bulletin No. 164, pp. 161-284. 

Troplong in his treatise Du Contrat de Société pre- 
sents in juxtaposition with his comments the text of the 
successive articles of the Code as it stood in 1843. 

Bédarride makes a similar presentation of the text in 
his Droit Commercial: Commentaire du Code de Com- 
merce, Paris (2nd ed.) 1879. Three ‘ecaaes contain dis- 
cussion of the heading Des Société 

There is an het oe Seance of the Code of 1807 
(as amended) by Sylvian Mayer, under the title The 
French Code of Commerce as Revised to the End of 1886 
(London, 1887). 

The text of the Code (as amended) is also presented 
in English translation as an appendix of Léopold Goir- 
and’s The French Code of Commerce and Most Usual 
Commercial Laws (London, 1880). 
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48. These associations relate to one or more 
operations of trade; they occur for the objects, in 
the forms, with the shares of investment, and on 
the conditions agreed upon by the participants. 

49. Associations en participation can be estab- 
lished [i.e., legally proven to exist] by the showing 
(représentation)"* of the books [of account], by 
correspondence, or by proof in the form of testi- 
mony (preuve testimoniale), if the judge decides 
that it can be admitted. 

50. Associations commerciales en participation 
are not subject to the formalities prescribed for 
other sociétés. 


These articles provided an enumeration of 
legal rather than economic characteristics. 
That which was particularly emphasized by 
the framers of the Code was the informality 
of the association en participation, its dis- 
tinctly private nature (not requiring official 
authorization in each particular instance), 
freedom from the legal necessity of using 
written instruments in its formation, and 
freedom from the legal necessity of employ- 
ing prescribed forms in those instances in 
which the participants might find it advisable 
to reduce their agreements to writing. 

The assertion in Article 48 that “these 
associations relate to one or more operations 
of trade” appears to emphasize ephemeral- 
ity as a distinguishing mark of the pre-1807 
société anonyme, a quality or characteristic 
which is in direct contrast with the con- 
tinuing succession of its post-1807 namesake, 
the corporation. Authorities were not lack- 
ing who contended that “the distinctive 
characteristic of the association en participa- 
tion is that its object must be a single acte 
de commerce and not a succession of similar 
operations”;!® that if, in a given instance, 
such a succession of acts occurred there 
would exist an ordinary partnership with 
unlimited liability of all its members.?° Op- 
posed to this view was the theory that ephe- 
merality of association and singleness of 
the business act to be performed are of in- 
cidental, if of any, significance; and that, 

18 For the exact meaning of this term see Howard, 
Stanley E., Public Rules for Private Accounting in 
France, 1673 and 1807, Accountine Review, vol. VII, 
no. 2 (June, 1932), pp. 99-102. 

19 Goirand, op. cit., p. 110. 


2 Ibid., p. 111. Cf. also Bédarride, Des Sociétés, vol. 
II, pp. 2-3. 
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instead, secretness, with its implication of 
the absence of true collective trading on a 
joint stock, is all important. This was 
Troplong’s view, summarized in the pas- 
sages quoted (in translation) below." 


What is it which characterizes the partictpa- 
tion It is this. 

First of all [the participation] is secret (occulte), 
essentially secret. Whatever may be its object, if 
it manifests itself to the public, it is not a partict- 
pation. Temporary or prolonged, embracing an 
affair [already] born or an affair about to be born, 
a simple operation or [an affair] of successive op- 
erations, just as soon as it comes about that it 
does not remain concentrated with respect to [its] 
internal relationships, it is a société collective; the 
name of participation is false, it is not appropri- 
ate. 

But this does not suffice; there is another char- 
acteristic which it should have: this is [the fact] 
that the participation does not intermingle the 
ownership of the investments (mises) [i.e., of the 
participants]; this is the fact that the parties are 
not associated (associées) to form a social capital, 
a fund belonging to the société; this is [the fact] 
that, in joining together, they retain the owner- 
ship of their contributions (apports); this is the 
fact that their association does not give them re- 
spectively rights other than [the right] to enter 
into an accounting for profits and losses, and that 
before this time [i.e., of entering upon the associ- 
ated activity] there was no fusion of interests, no 
common life, no simultaneous action: everything, 
both property and service, was on an individual 

is. 


Our present interest does not center in 
this nineteenth century controversy, of 
judges and legal commentators, as such; in 
an appraisal of the relative degrees of im- 
portance of ephemerality and secrecy as 
distinguishing marks of arrangements of par- 
ticipation.” Rather it centers in the fact that 


" Troplong, op. cit., pp. 186-187. 

"® The controversy appears to have been settled b 
the amending law of June 24, 1921, as a result of which 
the phrase “‘one or more of trade” no longer 
appears. Article 49, as amended, reads 


“Associations en partici 


‘pation 
istence is not a to the public. They are not sub- 
ject to the formalities of publicity prescribed for other 
sociétés de commerce. Each associate (associé) contracts 
with the public under his [own] personal name. The 
association en does not per- 


sonne morale. There may not be issued transferable or 
negotiable claims (titres) to the profit of the associates 
(associés).”” Batardon, op. cit., p. 787. 
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the pre-1807 société anonyme or association 
en participation had characteristic features 
quite the opposite of those belonging to the 
modern business corporation. Over against 
the relative ephemeralness, the secrecy and 
the absence of a common fund of the associa- 
tion en participation are to be placed in con- 
trast the expectation of and capacity for con- 
tinuing existence, the requirements of pub- 
licity, and the existence of a “social capi 

of the drastically changed société anonyme 
of the Commercial Code. 


VI 


Under these circumstances and in the light 
of these considerations, it was especially 
fitting that the authors of the Code of 1807 
should formally define or describe the newly 
recognized business corporation to which 
they applied a borrowed title. In Articles 
29-37 of the Code we read: 


29. The société anonyme does not exist under a 
nom social; it is not designated by the name of 
any of its members. 

$0. It is described by the designation of the 
object of its enterprise. 

$1. It is administered by temporary officers 
(mandataires) subject to recall [who are either] 
members or non-members, [either] salaried or 
without compensation. 

$2. The administrators are responsible only for 
the carrying out of order[s] which they have re- 
ceived. 

They do not contract, by reason of their man- 
agement, any obligation [either] personal or joint 
for the engagements of the société. 

88. The members are not liable except for the 
loss of the amount of their interest in the société. 

$4. The capital of a société anonyme is divided 
into shares and even into fractions of a share of 
equal value. 

$5. A share can be made in the form of a se- 
curity [payable] to bearer. 

In this case transfer is effected by the handing 
over of the security. 

36. The ownership of shares can be established 
by an inscription on the registers of the société. 

In this case transfer is effected by a declaration 
of transfer inscribed on the registers, and signed 
by him who makes the transfer or by one vested 
with power [i.e., of attorney]. 

$7. The société anonyme cannot exist except by 
the authorization of the Government, and with 
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its approval of the instrument which establishes 
it; this approval should be given in the form pre- 
scribed for regulations of public administration. 
Thus after 1807 the written law provided 
for incorporation for business purposes. It 
did not, however, provide for “easy incor- 
poration.”’ The formation of a société ano- 
nyme was not simply a matter of private con- 
tract; there must be a supplementary and 
confirming authorization by the govern- 
ment. This authorization was not automati- 
cally to be obtained by mere compliance 
with rules of procedure set forth in the Code, 
functioning as a general enabling act; it 
must be separately given for each project. 
As early as December, 1807, ministerial in- 
structions were issued to govern the ratifica- 
tion of projected incorporations. In the early 
years of operation under the Commercial 
Code, promoters must address to the de- 
partmental prefect, or in Paris to the prefect 
of police, a petition setting forth the nature 
of the enterprise proposed to be conducted; 
its intended duration; its intended capital 
and the method of assembling it; and the 
intended place of business. There must ac- 
company the petition a copy of the instru- 
ments of association already prepared. As- 
surance must be offered that the project, 
if authorized, would be carried out in good 
faith; there might be required the deposit of 
public securities to guarantee the assembling 
of the corporate capital. Other conditions 
might be imposed by the instrument of 
official authorization, that is the charter, 
such as, for example, the establishment of re- 
serves out of profits, the observance of 
limitations upon the payment of dividends, 
and of the requirement that the corporate 
capital might not, under penalty of dissolu- 
tion, be impaired below specified limits.* 
In Articles 38-46 were set forth the re- 
quirements of procedure, and particularly of 
publicity, applicable to all three forms of 
true sociétés commerciales.** It was especially 
required of the société anonyme, as dis- 
tinguished from the société en nom collectif 
and the société en commandite, that the legal 
*% Troplong, op. cit., pp. 178-179. 


™ For a statement of these requirements see Howard, 
Business Partnerships in France, p. 257. 


documents evidencing the formation of the 
incorporated enterprise be signed under 
oath; and that “the instrument (acte) of the 
government which authorizes sociétés anon- 
ymes should be [publicly] posted with the 
instrument (acte) of association, and for the 
same [length of] time.” 


Vil 


In what sense, or because of what feature, 
was the business corporation called “‘anon- 
yme?” Not surely, because of the non- 
existence, in this form of enterprise organiza- 
tion, of a separate entity; it is in the cor- 
poration that we find the notion of the 
separateness of the corporation from its 
members carried out most completely. Not 
because it is hidden or secret; the Code’s 
requirements of formality and publicity were 
more exacting for the corporation than for 
partnership forms. Not because it was a 
matter of strictly private agreement or con- 
tract, for it was not. Not because the cor- 
poration is likely to be ephemeral and 
therefore unknown; the conditions of cor- 
porate organization and operation are such 
as to permit continuing existence in the face 
of vicissitudes which affect the personnel of 
the membership. The business corporation, 
the société anonyme, is not nameless in the 
same sense as is the association en participa- 
tron. 

The explanation of the “anonymity” of 
the société anonyme appears to be partly 
suggested by the language of Articles 29 
and 30. 


29. The société anonyme does not exist under a 
nom social; it is not designated by the name of 
any of its members. 

30. It is described by the designation of the 
object of its enterprise. 


To those familiar with the elementary 
principles of American corporation law, with 
its emphasis upon the importance of the cor- 
porate name, it seems strange that the 
French law denies the possession and use of 
such a name. This denial, however, on second 
consideration seems apparent rather than 
real. There must be some way of describing 


% Article 45. 
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or designating an incorporated business. The 
legally available way is to use some form of 
description which indicates the kind of 
business conducted or to be conducted. But 
this form of description, this “dénomination” 
must not be “sociale” in the sense of con- 
taining the name of an associé, a member. 
Therefore we have the “Compagnie Générale 
des Omnibus de Paris,” the “Société Anonyme 
des Ciments d’Allas et de Marnac,” the 
“Société des Machines Agricoles ‘Rip’,” and 
the “Compagnie Générale des Etablissements 
Pathé Fréres,” of which the Pathé fréres 
were the founders, but are not at present 
members, that is, stockholders. We do not 
have “Jean Smith, Société Anonyme.” The 
post-1807 conception of the société anonyme 
is that it is an association, not of persons, but 
of capitals. 

This aspect of the anonymity of the cor- 
poration is not dissociated from the feature 
of strict limitation of the liability of mem- 
bers or shareholders. 

The exclusion of all personal libaility is the es- 
sence of the société anonyme. From which there is 
this result, that the société is not a person (per- 
sonne), but a thing (chose); he who puts himself 
into relation with it deals not with this person or 
that person (tel ou tel), but with a fund (caisse) 
composed of the whole amount of the shares (ac- 
tions), and which is alone obligated to pay (or 
satisfy, désintéresser) him. 

This quality of the société anonyme should an- 
nounce itself loudly (hautement) and publicly, and 
it is in order to attain this object (pour en arriver 
ld) that the law excludes the use not only of a 
raison sociale, but also [that of] any other personal 
name (nom personnel). It must not be that, in 
presenting itself to the public, the société can 
leave any doubt, can give birth to a misunder- 
standing [or mistake] about the existence of a 
personal liability. Could this result be more hap- 
pily attained than by refusing to the société ano- 
nyme all other descriptions than that of the thing 
forming the object of the enterprise ??’ 


*% Quite recently, by the law of March 7, 1925, 
authorization has been given for the formation and use 
of a new form of société commerciale, the société a 
responsabilité limitée. This is in many respects similar 
to the British “private company.” Such a sociéé may 
be known by a name which indicates the nature of the 
business or by one which contains the name or names of 
one or more of its members. Shares may be transferred 
to members only, and these can be such only by election. 

7 Bédarride, op. cit., pp. 9-10. 


It is not then a reference to merely formal 
requirements to say that the terms “‘société 
anonyme,” “‘Aktiengesellschaft,” “Limited,” 
and “Incorporated”’ and their respective ab- 
breviations—“S.A.,” “A.-G.,” “Ltd.,” and 
“Inc.” have a common significance. There is 
a philosophy or theory underlying, that in 
some clear way the public shall be informed 
of the impersonal responsibility of the moral, 
juristic, artificial, or fictitious person or 
being presupposed as existing apart from the 
natural persons who constitute the member- 
ship of the corporation. The existence of 
such an imaginary person is presupposed in 
French law not only forthe corporation but for 
both ordinary and limited partnerships.** But 
in this matter of limitation of the personal 
liability of members, the société anonyme, 
as recognized in the Code of 1807, for the 
first time provided a statutory device 
whereby ail, not merely some, of the owner- 
investors in a given business enterprise 
might restrict their losses to the amounts of 
their shares of investment. Literal “anonym- 
ity” was the French device for protecting 
creditors against abuses that might result. 


VIII 


The authors of the Code of 1807 did not, 
of course, create the business corporation as 
an institution. “The truth is that before as 
well as since the Ordinance [of 1673], it 
[i.e., the société anonyme in the post-1807 
sense] had been not only known, but also 
used im France as in other, neighboring 
countries.”?® Such business organizations as 
those (in England and Hoiland as well as 
in France) formed to trade to the Indies 
were, said Bédarride, “never anything other 
than. sociétés anonymes.”** In their charters 
(statuts) were usually found the rules and 
conditions later laid down in, or under the 
provisions of, the Code of 1807—a common 
capital divided into shares, government by 
elected directors, limited liability of direc- 
tors and stockholders, the legal privilege of 
continuation of existence regardless of vicis- 


28 On this point, see Howard, Business Partnerships 
in France, pp. 245-246. 

29 Bédarride, op. cit., vol. II, p. 3. 

Tbid., pp. 4-5. 
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situdes affecting the personnel of the mem- 
bership. The authors of the Code of 1807 
chose their words precisely when they said 
“The law recognizes three kinds of sociétés 
commerciales.” 

This recognition constituted a clearly 
marked step in the evolution of the law of 
business enterprise organization, the filling 
of a space left vacant in the Ordinance of 
1673. It made possible a clear differentiation 
of incorporated and unincorporated forms 
for trading on a joint stock. Enterprises 
which had been in name commandite part- 
nerships, but in fact corporations, now were 
placed in their proper categories.** The 
foundations were laid for a procedure of in- 
corporation which would be in harmony 
with the recently changed form of govern- 
mental organization. 

Before 1807 the employment of the cor- 
porate form of organization, under royal 
charter, had been principally in the fields of 
maritime trade and over-seas colonization. 
The magnitude of these enterprises made 
incorporation especially advantageous. With 
reference to the Ordinance of 1673 and its 
omission of provisions for business incorpora- 
tion Bédarride said :** “The legislator. of this 
epoch had not reflected enough on the ad- 
vantages which domestic and ordinary trade 
could receive from the société anonyme.” 
Domestic trade and industry, as contrasted 
with over-seas trade, were generally or- 
ganized on the basis of smaller operating 
units requiring relatively small “social capi- 
tals.” For the needs of these units it appears 
to have been assumed that the commandiie 
partnership would prove to be adequate. 

Those who framed the Code of 1807 ap- 
parently had in mind quite clearly that 
statutory recognition of the business cor- 
poration was to be justified on grounds of 
public policy.** They recognized the fact 
that the business corporation provides an 
effective means of encouraging large scale 
enterprise, of attracting foreign investment 

* Article 19. The word “‘recognizes”’ is here italicized 
by the present writer. 

% On this point see Howard, Business Partnerships in 
France, pp. 249, 260 and 256. 


Bédarride, op. cit., vol. II, pp. 6-7. 
* Thid., pp. 88-85. 
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funds, of providing means for the advan- 
tageous investment of small savings, and 
they thought that its use might strengthen 
the public credit. They thought, on the other 
hand, that great commercial enterprises in 
the corporate form might be socially harm- 
ful, if they were permitted in fields of enter- 
prise in which small business units might 
otherwise successfully operate. They recog- 
nized a fact, the significance of which we to- 
day have much reason to appreciate, that 
the corporate form may be made or allowed 
to be the hand-servant of monopoly. One 
phase of this problem of monopolistic con- 
trol through corporate organization was 
frankly dealt with in a ministerial instruc- 
tion issued a few years after the promulga- 
tion of the Code when, the question being 
raised as to whether the grant of a corporate 
charter confers a monopolistic privilege in 
the trade in question, this answer was 
given.* 

His Majesty . . . does not concede to anyone 
the right or the privilege of this or that branch 
of trade. This concession would be contrary to 
the legal freedom assured to industry. 

The ordinances authorizing the formation and 
the existence of a société which proposes to carry 
on a certain trade or a certain enterprise do not 
have the object of according to the members (so- 
ciétaires) anything which resembles ownership in 
this [field of] enterprise or this trade. 


It was recognized also by the Council of 
State that business corporations badly con- 
ceived and badly managed might com- 
promise the fortunes of shareholders and 
*‘put in peril the public tranquillity.”** This 
sounds very modern. 

The business incorporation provisions of 
the Commercial Code of 1807 represent one 
phase of the social adjustment to those 
changing conditions which have been tra- 
ditionally described as the Industrial Revo- 
lution. Without the official abandonment of 
old forms of enterprise organization, the 
door was opened to the more ready use of 
the corporate form. Unfortunate experi- 
ences, in the first half of the nineteenth cen- 
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tury, in the use of share-issuing commandite 
partnerships were followed by pressure for 
easier incorporation. By law of July 24, 1867, 
it became possible to incorporate for general 
business purposes by procedure under a 
general enabling act, as distinguished from 
incorporation by special legislative or ad- 
ministrative act. The passage of the Act of 
March 7, 1925, providing for the small 
“private company” under the title “‘société 
a responsabilité limitée,” was not merely a 
continuation of the movement for easy in- 
corporation, but also a recognition that the 
needs of big business and of little business, 
and of the public in relation to both of them, 
require more careful differentiation than 
had hitherto been made. 

While it is not the special function of this 
paper even to outline the nineteenth cen- 
tury history of incorporation for business 
purposes, it may not be inappropriate to 
indicate certain conditions and movements 
elsewhere than in France, which in spite of 
differences of legal foundations seem to in- 
dicate a degree of similarity of experience. 
In England in 1807 joint stock organization 
for business purposes was still entangled in 
the badly snarled web of legal confusion 
which prevailed from the passage of the ill 
conceived Bubble Act of 1720 until, at the 
earliest, its repeal in 1825. A long continuing 
agitation for amendment of the law of part- 
nership by recognition of the continental 
société en commandite was unsuccessful until 
1907, over half a century after statutory pro- 


vision had been made (in 1855) for easy in- 
corporation by compliance with procedural 
requirements; and then its introduction was 
futile, not simply because there had long 
been easy incorporation, but because in 1907 
theamended company lawrecognized thepro- 
priety, if not the necessity, of distinguishing 
between “public” and “private” companies. 

In the United States in 1807 incorporation 
for business purposes, outside the field of 
enterprises now recognized as “‘affected with 
a public interest,” was little known. The 
New York general incorporation law of 1811 
was premature as well as temporary. As the 
demand for corporate charters increased it 
continued to be met by the special or private 
acts of the state legislatures, until at differ- 
ent times in different jurisdictions easy in- 
corporation by special act gave way to 
easier incorporation under general acts. The 
rapidity of this movement was undoubtedly 
a factor in rendering abortive the attempt to 
introduce limited partnerships as rather in- 
accurate imitations of the société en com- 
mandite. We in the United States have not 
quite reached the stage, already reached in 
France, in England, and in Germany also, 
of recognizing the validity, if not the neces- 
sity, of a legal differentiation of “public 
companies” and “private companies.” We 
have, however, proceeded far enough in our 
experience to begin to appreciate the fact 
that the anonymous association of capital in 
profit seeking enterprise presents grave prob- 
lems of social control. 
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PROBLEMS OF ACCOUNTING TEACHING: 
A SYMPOSIUM* 


Accounting in the Liberal Arts 
Curriculum 


L. O. Foster 
suBsJEcT—“‘Accounting in the Lib- 


eral Arts Curriculum’”—is not new. 

Many students of accounting have in- 
vestigated with thoroughness the question 
of whether or not accounting is included in 
the curricula of many liberal arts colleges, 
as well as the number and scope of courses 
usually offered. We may conclude from 
these investigations that accounting has at- 
tained a position of no minor importance in 
such curricula and that liberal arts colleges 
are offering an increasing number of ad- 
vanced as well as elementary courses. 

Since we recognize that the study of ac- 
counting has taken its place by the side of 
the study of literature and the classics, a 
spirit of inquiry leads us to ask: “Can we, in 
fact, be justified in calling accounting a 
liberal arts subject?”’ and, if so, ““Does the 
nature of the college necessitate a different 
approach or an adaptation of content in the 
accounting course?” It is with these two 
questions that this paper deals; not, prob- 
ably, to answer them but to present a point 
of view for discussion. We, perhaps, shall 
agree upon an answer to the first question— 
“Is accounting a liberal arts subject,” yet 
we must proceed with some care. In all 
probability there is a greater difference of 
opinion in regard to the second question— 
“should the course in accounting be adapted 
to meet the needs of the liberal arts student, 
or does the liberal arts student have peculiar 
needs which require some special adaptation 
of the material presented?” 

The goal of the educator should certainly 
be to train the youth to live in the particular 
environment in which he finds himself. As 
environments change there is every reason 
why the field of his study, too, must change, 
for his social adjustment and his philosophy 


of life must turn upon his understanding and 
interpretation of his surroundings. There are 
those who claim that training in business or 
practical economics is not liberal education, 
but only the teaching of skills and efficiency; 
that true education comes only from an ac- 
quaintance with the great spirits of the past 
—those studies which enrich the imagina- 
tion, ennoble the spirit, or cultivate the 
philosophic mind. Everett Dean Martin, in 
his popular book entitled The Meaning of a 
Liberal Education points out the fallacy of 
such reasoning. He suggests that the classi- 
cist may fail to grasp the meaning of true 
education, that Aristotle himself in Politics, 
which gives that philosopher’s theory of edu- 
cation, sought for his day exactly what our 
practical educators seek for ours—‘“‘to train 
youth to deal masterfully with existing con- 
ditions.” His practical suggestions differ 
only because circumstances differ. 

If we accept this definition of education, 
we must agree that the real contribution of a 
certain course of study must be examined in 
the light of existing conditions. There is no 
need to mention here the machine age, the 
corporation, the minute division of labor, 
large-scale operations, or the immense influ- 
ence these phenomena have upon our way of 
living. It is sufficient to call to mind the oft 
repeated fact that this is a day of tremendous 
changes and that we cannot disregard the 
educator’s obligation to equip young people 
for adjustment to this new situation. It is 
significant that accounting as a profession 
grew with the development of corporations 
and large-scale production. Its introduction 
into the curricula of colleges came as a result | 
of the necessity for accounting in the opera- 
tion and management of business enterprise 
of the new type. It grew as a skill, a tech- 
nique, a method, and as such became indis- 
pensable to modern society. This, then, is 
our justification for including the study of 
accounting in the liberal arts college. It can 


* The eight papers following were presented at a session of the Seventeenth Annual Convention of the American 
Association of University Instructors in Accounting, on December 28, 1932. 
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be presented in such a manner that it will 
aid in the equipment of the student to live 
in an industrial society. Only if it meets this 
need does it contribute to a liberal education. 

In order to realize this ideal, there are a 
number of functions and purposes which a 
course in accounting might serve. First, the 
student might acquire the skill and tech- 
nique which are necessary for following ac- 
counting as a profession. This we could 
scarcely regard as outside the scope of edu- 
cation. We cannot deny that such training is 
of genuine service in equipping the student 
for living. Should the teacher have no aim 
other than this the course in accounting 
could successfully compete with courses in 
education, applied psychology, domestic sci- 
ence, or even foreign languages in a liberal 
arts curriculum. Albert E. Wiggam, in his 
The Marks of an Educated Man, makes this 
statement: 


He was skilled in his craft, and as a matter of 
course that is the first thing a man must be if he 
is to be truly educated. 


However, this is a function which belongs 
more properly to the professional or business 
school, since relatively few courses in busi- 
ness subjects may be offered in liberal arts 
colleges. 

Second, accounting as a part of the cur- 
riculum for an economics major can furnish 
the student with an important tool for study 
in other advanced courses. It is an ally with 
statistics and should be placed by the side 
of the latter as an invaluable aid for an 
understanding of economic phenomena. 

Third, the study of accounting may serve 
to give the student a degree of vocational 
guidance. This function is probably of 
greater importance in the liberal arts college 
than in the professional school. The student 
usually enters the latter with a definite goal 
from which he is not easily deterred, while 
the student in the liberal arts college is more 
likely to be building a background for num- 
erous careers and often is attempting to 
choose one line of work. A course in account- 
ing acquaints him with the skills required 
and the field included in the profession of 
accounting. Such a familiarity should indi- 
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cate his own fitness for either advanced 
study or a career in that field. 

Fourth, and, as it appears to me, of par- 
ticular importance, an accounting course 
should give the liberal arts student an intro- 
duction to business processes and the types 
of commercial enterprise which form so 
large a part of our present-day civilization. 
In this sense, the student is not studying 
accounting per se but studying economic 
phenomena through accounts. He is a stu- 
dent of social culture and, finding accounting 
a significant tool of modern civilization, 
studies it in order to round out his knowl- 
edge of the institutions which it serves. 
Teachers of accounting are heartened by 
the statement of such an educator as Dean 
Seashore when he says: 


If I had my way I would give every oy and girl 
in the Republic a thorough course ::. Accounting, 
because it is something everyone should use all 
his life and I think it has more cultural value than 
Latin or Greek. 


We might conclude, then, that in teaching 
accounting to liberal arts students effort 
must be made to impart the skill and tech- 
nique of keeping accounts. Competition for 
jobs is so keen that the average student 
craves all possible equipment for earning a 
living. The liberal arts college, however, is 
limited in its ability to do this. It may, 
nevertheless, provide the student with a tool 
useful in further study, and a measure of 
guidance in his choice of a vocation. These 
are the easiest requirements to fulfill. The 
teacher should, as well, endeavor to provide 
him with a consciousness of the relationship 
between accounting and a concurrent social 
culture. 

It is much simpler to define the aims of 
such an accounting course than it is to 
achieve these purposes in teaching. In plan- 
ning the course, the first problem which 
presents itself is the choice of a textbook. 
Among those available, there are many 
which, according to the author’s statement 
in the preface, were designed to combine the 
instruction which might be given a student 
intending to follow accounting as a profes- 
sion with that given to the general business 
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student. Frequently, upon examination of 
the book, it is obvious that it fulfills com- 
pletely the needs of the professional student, 
while it would require some adaptation if 
used for a general business course. Often it 
seems ill-advised to use such a book in a 
liberal arts college unless it lends itself 
readily to adaptation. If the course is 
planned around such a text, the instructor 
must then examine it carefully with the pur- 
pose in mind of omitting, substituting, or 
supplementing the material in order that it 
may be adapted to the aims of the course. 

The course in accounting should not be 
regarded as an entity in itself. It is essential 
that it should be presented as a part of an 
economics program and that its correlation 
should be apparent both to the instructor 
and to the student. The accounting work 
may, of course, be organized as a separate 
department, but that is seldom considered 
advisable in liberal arts colleges. The stu- 
dent should not be allowed to lose sight of 
the relationship between the work in ac- 
counting and the broader studies in eco- 
nomics or business administration. 

In the selection of material to be used in 
such a course, it seems to me advisable to 
disregard some of the more involved and in- 
tricate processes. It is doubtful if the stu- 
dent need spend much time puzzling over 
the details of recording and the books of 
original entry. When there is much material 
to be included in the course he may become 
so confused among the details that he might 
better never have been introduced to their 
intricacies. There is more gained if he be- 
comes thoroughly familiar with the funda- 
mental principles involved. In other words, 
it would seem more pertinent to leave him 
in complete ignorance of the niceties of the 
check-off system and make sure that he 
knows that the depreciation charge for a 
particular period may be computed in more 
than one way. There are, of course, many 
who have an opposite point of view. We are 
familiar with the criticism that too little at- 
tention is given to recording business trans- 
actions. The solution depends wholly upon 
whether or not the results achieved com- 
pensate for the time spent when there is a 


definite limit to the time available. It seems 
to me unlikely. This is borne out to a cer 
tain extent by the number of men who, ac- 
cording to what they write, know a great 
deal about the problems of accounting but, 
self-avowedly, are not conversant with the 
simplest technique of the subject. 

On the other hand, certain phases of the 
subject which yield broad and useful in- 
formation should be given particular em- 
phasis. In a general course in accounting, 
much attention should be given to a study of 
the financial statements—their preparation, 
analysis, interpretation, and general rela- 
tionships. The student will accomplish more 
if he becomes familiar with the type of busi- 
ness for which the statements were prepared 
and the multiplicity of ways such statements 
may be used than if he has a knowledge of 
the forms from which they were prepared. 
The case method, here, might be particu- 
larly useful. Financial statements from busi- 
ness enterprises with which the student al- 
ready has some general familiarity should 
yield much valuable training. He may be 
taught to analyze and interpret these state- 
ments in the light of what he has learned of 
the fundamentals of accounting and in this f 
manner acquire much useful knowledge of 
business procedure. This amounts, perhaps, 
to teaching business organization through ac- | 
countsratherthan accountingitself, but where 
limited time is available, I believe it yields to 
the student much fundamental knowledge. 

Finally, the idea that the first year stu- 
dent of accounting should be shielded from a 
knowledge of controversial opinion is open 
to serious question. It is sound theory that 
he should learn one way well in order to ap- 
preciate a variety of methods. He ought, 
however, not be left in ignorance of points of 
view and differences of opinion not men- 
tioned in the textbook. If he is taught dog- 
matically and subsequently comes in contact 
with an opposing point of view and becomes 
convinced, he often grows critical, and 
properly so, of all his accounting instruc- 
tion. Often in his first course he is so con- 
fused with the how to do things that the why 
escapes him. Otherwise he would be more of 
a doubter and consequently a better student. 
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It is apparent that the instructor in such 
a course should be a student of economics. 
His training and background should be such 
that he is thoroughly familiar with the con- 
tent of other fundamental courses and has at 
least a general knowledge of the more 
specialized fields in his department. It is 
essential that he be equipped not only to 
solve special accounting problems, but of 
even greater importance to clarify the rela- 
tionships between accounting and the broad 
fields of general business and social con- 
ditions. 

Since we must recognize a distinct differ- 
ence between the liberal arts college and the 
business or professional school, we cannot 
disregard it in the planning of courses. It is a 
stimulating topic to consider—how we may 
make a course in accounting a contribution 
to those students who have expressed by 
their choice of college a desire for a liberal 
education. 


The Teaching of Accounting in an 
Engineering School 
W. P. Fiske 


HE FOLLOWING discussion of teaching 

accounting in an engineering school is 
limited to the problems faced at the Massa- 
chusetts Institute of Technology. This has 
been done for two reasons: first because 
the Institute is probably representative in 
the problems faced; and second because my 
own experience in engineering schools has 
been confined to that school. 

The problem of teaching accounting in an 
engineering school differs widely from that 
of teaching accounting in the average uni- 
versity, college of business administration or 
accounting school. In the first place we are 
not training any professional accountants; 
no individuals seeking such training would 
ordinarily come to an engineering school. 
Students in our courses may be divided into 
two distinct groups of about equal size; stu- 
dents pursuing a straight engineering or 
scientific course, and students preparing for 
the administration of engineering enter- 
prises. For the straight engineering student 
accounting is usually the only business 
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course taken; for the second group, it is but 
one of a group of professional courses that in 
total represent about one-quarter of the re- 
quirements for graduation. The balance of 
the student’s time is used for scientific and 
engineering courses. Both groups will use 
the product of the accounting department, 
not assist in its preparation. The intelligent 
use of accounting data is the ultimate aim of 
our teaching. This fact must be clearly in 
mind in order to understand our program of 
work. 

The most difficult condition we have to 
combat is a time factor. I suppose the aver- 
age accounting instructor would declare it 
an impossibility to give a satisfactory course 
in principles in one term of fifteen weeks. 
We have to try to do just that without any 
reasonable expectation of even ultimately 
getting more time. For half of all the stu- 
dents who are in our classes these fifteen 
weeks represent all the work they will get in 
accounting at the Institute. Even the stu- 
dents in the Department of Business and 
Engineering Administration get only two 
such terms. The time factor affects every 
decision we make. 

It must be obvious from even this brief in- 
troduction that the accounting work at 
M. I. T. is an attempted solution of a special 
problem, not a professional course in ac- 
countancy. Our solution may conveniently 
be discussed in four parts: division of sub- 
ject matter between courses, emphasis, 
course content and methods. 

With only a single term of accounting 
possible for the general engineering student, 
there seems to be no choice at present other 
than to confine work to elementary princi- 
ples of accounting. We have under consider- 
ation as a future possibility a one-term 
course in principles and costs, but can con- 
sider it only as a possibility until we can 
further condense or even eliminate book- 
keeping from the work. Both the engineers 
and the business students take the same first 
course in principles. For the business stu- 
dents, the second term is used for a compre- 
hensive but condensed study of problems of 
industrial accounting analysis. Some knowl- 
edge of cost analysis is essential for the busi- 
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ness student, particularly one who is headed 
toward an engineering industry, even at the 
expense of a shortened course in financial 
accounting. 

Emphasis in the course on accounting 
principles is placed on interpretation and 
use of accounting data, rather than on tech- 
nique. Bookkeeping is an important part of 
the course, but is included as a training in 
analysis of transactions and to show the 
sources of accounting data. We feel that a 
business student should know where ac- 
counting information comes from and what 
are the limitations of the bookkeeping de- 
partment in providing information, but need 
not be proficient in operating a bookkeeping 
system. Likewise our students should be 
primarily interested in the effect of deprecia- 
tion and valuation on profits, the signifi- 
cance of valuation reserves and the interpre- 
tation of balance-sheet figures rather than 
the manipulation of plant accounts. 

A similar emphasis is made in the indus- 
trial accounting course. We give more time 
to discussion of the use of standard costs as 
a control tool than to the handling of stand- 
ard costs on the records. The basic cost plan 
interests the executive more than the accum- 
ulation of cost figures. He should be able to 
talk intelligently concerning the plan but 
must inevitably depend on a technical expert 
for the layout and operation of methods of 
accumulating the figures. Measurement of 
accomplishment is basic to control of men 
and machines. The interpretation of figures 
purporting to measure results must be clear 
to any executive who hopes to get results; 
personal accumulation of the data is un- 
necessary. 

It is characteristic of accounting that the 
time element must be met largely by con- 
densation of all topics rather than by elimi- 
nation of any topic. The content of most 
courses in principles varies but little; the 
time allotted to various topics varies greatly. 
As the available time decreases, there may 
be some dropping of subjects, as for instance, 
the problems arising from the partnership 
form of organization; but most of the time 
must be saved by limiting the treatment of 
all topics. Our course in principles looks in 


outline form very much like the courses in 
most other schools. A brief consideration of 
each will perhaps indicate the ways in which 
we attempt to squeeze the two courses into 
a term each. 

An introductory week is devoted to a con- 
sideration of the relationships involved in the 
financial statements. This is followed by five 
weeks of bookkeeping. In this five weeks, 
we expect to accomplish three things: give a 
solid understanding of and drill in the 
analysis of transactions in terms of their 
effect on the statements; impart an apprecia- 
tion of the bookkeeping problem and its 
place in the accounting set-up as the fact- 
gathering device; show how the financial 
statements are prepared and the value of the 
work sheet as a tool. If the student can learn 
to think of business in terms of the effect of 
every transaction on profits and financial 
position, he will have acquired the basic ac- 
counting approach and can think his way 
through most problems. This accounting ap- 
proach is continually emphasized through all 
discussions, both of bookeeping and other 
topics. Debit and credit follow as a matter of 
course from the analysis of transactions and 
with the work sheet provide the only tools 
really needed by the executive for every day 
use. If, in addition, he knows the place of 
bookkeeping as the fact-gathering device 
and the limitations of that device, he has a 
minimum fundamental knowledge of book- 
keeping. This can be taught, even to under- 
graduates, in five weeks. 

Bookkeeping completed, we have nine 
weeks remaining for a brief consideration of 
the content and structure of the balance 
sheet and income statement, the nature of 
profits, valuation, depreciation, surplus, re- 
serves and sinking funds, bonds, bond pre- 
miums and discounts, present and future 
worths, consolidated statements and inter- 
pretation of statements. There is an average 
of about one week available for each topic, 
and in that week we can hope for no more 
than to teach barest fundamentals. Through 
all of the course, the object is to give a point 
of view, the accounting approach and analy- 
sis. We try to present the financial reports as 
vital reflections of economic, financial and 
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operating conditions affecting the business 
enterprise. The pronounced effect of valua- 
tion on profits and the recognition of depreci- 
ation as a cost element are likewise parts of 
a point of view which the executive must 
have. He may have to call professional help 
to meet a particular problem, but the 
existence of the problem should be clear. 

An elementary treatment of consolidated 
statements is included as essential for the 
general student. A brief study of the prob- 
lem of present and future worths is required 
as a basis for comparison of mechines, 
methods and engineering projects. The 
course is concluded with two weeks devoted 
to an introduction to the analysis and inter- 
pretation of financial statements. This serves 
two purposes, review of earlier work and 
training in analytical technique. 

The difficulties presented in the condensa- 
tion of the course in industrial accounting 
are, if anything, greater than those presented 
by the principles course. The field of in- 
dustrial cost analysis is broadening so ra- 
pidly that it is hard to decide what such a 
course should include. Since our aim is to 
emphasize, as in the principles course, the 
interpretation and use of cost data, it seems 
desirable at least to outline the various ap- 
plications of cost analysis to industry. The 
course is therefore open to the possible 
criticism that it is extensive rather than in- 
tensive. Technique cannot possibly be com- 
pletely covered in a course of this type. The 
work admittedly does not train industrial 
accountants; it provides potential industrial 
executives with a point of view and an 
analytical tool. 

The course in industrial cost analysis be- 
gins with a study of the field. The growing 
importance of expense and financial control 
phases of industrial accounting is empha- 
sized. About one third of the term is devoted 
to factory cost problems. This is introduced 
by a consideration of the cost plan in its 
various aspects. Expense control and the 
measurement of executive accomplishment 
as an essential part of executive technique 
are given equal importance with the accu- 
mulation of costs as a basis for sales prices 
in this preliminary discussion. The treat- 
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ment of material, labor, and burden account- 
ing makes the same emphasis. There are 
certain factory problems of particular inter- 
est to the engineer, and these are chosen for 
special treatment as further drill and ex- 
amples of the application of the analytical 
approach. These include plant-accounting 
problems, idle time and unused capacity and 
the treatment of development costs. 

Standard costs and budgets are included 
as administrative aids in the control of ex- 
penses. This provides an opportunity for 
emphasizing the relation of sound organiza- 
tion to control and the importance of a 
parallelism between the accounting set-up 
and the organization plan. Drill is provided 
in the analysis of variations from the stand- 
ard or budget, and the advantages and 
limitations of these devices as measures of 
accomplishment are developed. Analysis and 
control of selling and administrative costs 
illustrate the application of cost analysis to 
non-manufacturing problems. The compari- 
son of alternative methods or machines and 
principles governing a sound choice between 
them is a further topic of special interest to 
engineers and is included for that reason. 

Methods are of great importance where 
time is of the essence. Both our courses are 
given on the basis of two class hours and one 
two-hour period of supervised problem work 
per week. Class hours are used for discussion 
based on both text and problem or case as- 
signments. Difficulty has been met in finding 
satisfactory texts, not because the texts are 
not excellent, but because a text designed 
for a two-term course makes too long as- 
signments for a one-term course, and be- 
cause in addition there are few texts at- 
tempting to cover principles in one year. 
Dependence upon specially prepared notes 
follows as a matter of course. Cases are in- 
valuable teaching aids and are used wherever 
possible. The supervised problem work in- 
cludes in the principles course a short but 
complete bookkeeping practice set. The 
problem work is closely correlated with class 
and text assignments. Monthly hour quizzes 
and short tests are used in place of final 
examinations. 


To summarize, the problem of teaching 
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accounting in an engineering school is to 
train business men, not professional ac- 
countants. The aim is to provide prospective 
executives with the accounting point of view 
and with an executive tool. Emphasis is 
therefore on interpretation and use of ac- 
counting data rather than technique. Time 
limitations are an unavoidable condition and 
are met by condensation rather than elimina- 
tion of topics. The result is a concentrated 
course covering almost identically the topics 
in the usual longer course. 


Discussion by Professor C. L. Van Sickle 


t THE University of Pittsburgh, the 
problems met with in teaching ac- 
counting to engineering students are quite 
similar to those described by Professor 
Fiske. The principal difference is that even 
less time is allotted for accounting instruc- 
tion for the majority of engineering students 
at the University of Pittsburgh than at 
Massachusetts Institute of Technology. At 
the University of Pittsburgh, there are three 
groups of engineering students (mechanical, 
civil, and electrical) whose accounting in- 
struction is completed when they have 
finished a one semester course of two hours 
a week for a period of fifteen weeks. The in- 
dustrial engineering students are required 
to take the same introductory course, but, 
in addition, they are also required to take 
two semesters of cost accounting with a total 
of ninety hours of classroom instruction. 

A real challenge is presented to the ac- 
counting instructor who is required to teach 
a course to a group whose complete course 
consists of only thirty hours of classroom 
instruction. Especially is this true if the 
engineering student is to complete his ac- 
counting course with a fair idea of what it is 
all about, and if he is to leave the course with 
a knowledge of what value the subject mat- 
ter will be to him later in connection with 
his engineering work. With these facts in 
mind, let us analyze this problem from three 
points of view, namely: 


1. How are accounting courses for engineer- 
ing students similar and dissimilar to ac- 
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counting courses for business administra- 

tion students? 

. What topics should be included in the ac- 
counting course for engineers? 

. What are some fundamental principles to 
follow in teaching accounting to engineer- 
ing students? 

Introductory accounting courses for engi- 
neering students are similar to introductory 
courses for other students in one instance, 
and they are different in several other re- 
spects. Introductory courses for all groups 
are similar in that the general theory taught 
to them is the same. An introductory course 
for engineering students is different from be- 
ginning courses for other students in that 
certain principles must be stressed for the 
engineer, while certain other topics con- 
sidered vital for the business administration 
student can be omitted entirely in the course 
for the engineer. 

The present day viewpoint of most man- 
agers employing an engineer is that the 
engineer should have some knowledge of 
statement analysis and interpretation. Like- 
wise, most engineering schools have sensed 
the situation, and have squeezed in a very 
short course in accounting. The limitation 
of hours available for accounting in many 
engineering schools, does not permit of as 
comprehensive a course as the engineering 
student should have. It is often difficult, 
therefore, for the instructor to design the 
course in such a fashion that it will present 
to the engineering student the proper topics 
weighted by the proper time devoted to the 
presentation of the topics. It behooves the 
instructor, then, to select those subjects 
which are likely to be most valuable to the 
engineering student after graduation. This 
leads us to the second question of what 
topics should the accounting course for engi- 
neers contain? 

The objectives of any course in accounting 
for engineering students are, in general, to 
acquaint the student with the necessity of 
accounting for business enterprises, and to 
present the principles and problems with 
which the engineer is concerned such as asset 
valuation, rate-making factors, statement 
analysis and interpretation, and forecasting 
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of production costs. Underlying these ob- 
jectives, however, are the basic principles of 
accounting with which the engineer must be 
made acquainted before he can appreciate 
their relationship to the objectives. 

It has been found from actual experience 
that the following topics can be presented 
within a period of thirty recitation hours in 
a fashion complete enough to enable the 
student during the last two or three week 
of the course to compile the data, prepare 
the statements, and analyze them as they 
would be analyzed in practice for the pur- 
pose of interpreting the plant conditions and 
forecasting future policies. The principal 
topics developed are: 


. The necessity for and the use of ac- 

counts. 

. The debit and credit equality princi- 

ples. 

. The methods of journal entry and 
posting. 

. The nature of and necessity for 
monthly adjustments for prepay- 
ments, accruals, depreciation, and de- 
pletion. 

. The nature and use of reserves and 
funds. 

. The principles of current and fixed 
asset valuation, appraisals, deprecia- 
tion, depletion, and appreciation. 

. The need for closing the operating ac- 
counts periodically. 

. The preparation of operating and 
financial statements, together with 
various analyses such as financial 
measurements, percentages, and com- 
parisons. 

. The function and operation of con- 
trol accounts for expenses, inven- 
tories, and equipment. 

. The use of budgets to effect operating 
and financial control. 

. The principles of cost elements and 
cost finding. 

. The preparation, analysis, and inter- 
pretation of cost reports. 


After the program of proper topics has 
been ascertained, the third question arises 
as to what are the best methods to be fol- 
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lowed in teaching the topics to the engineer- 
ing students. One of the major difficulties 
confronting the instructor is how to attract 
and maintain the interest of the engineering 
students. This is usually a vital problem, be- 
cause the engineering student often has had 
one to three years of technical courses be- 
fore he takes his course in accounting. Since 
the problems cannot be worked with the aid 
of a slide rule, and because there are cer- 
tain accounting theories which are of a con- 
troversial nature, the engineering student 
often develops a feeling that accounting is a 
non-technical, quasi-economic subject which 
is too useless to concern him. What is the 
best method, then, to attract and main- 
tain the interest of the engineering student? 
The answer to this question is an individual 
one. One of the best methods, however, is to 
translate the accounting viewpoint of the 
various accounting topics to the engineering 
viewpoint in order to show that accounting is 
a vital factor in successful business manage- 
ment, and that business management is de- 
pendent not only upon the decisions of the 
engineer but upon accounting statements 
and reports which furnish fundamental data 
to aid the engineer in making his decisions. 
If the engineering student can be made ac- 
counting-conscious, and cost-minded during 
his brief sojourn in an academic course, he 
will be infinitely better prepared to enter his 
profession and render a greater service to his 
employer. 


A Cost Approach to Elementary 
Accounting 


Howarp S. 


N A PAPER presented before the Ameri- 

can Association of University Instruc- 
tors in Accounting two years ago, Professor 
Littleton in discussing ‘A Cost Approach to 
Elementary Bookkeeping” emphasized the 
concept of conversion of value as opposed 
to exchange of value. He suggested that this 
concept, a basic one in cost accounting, 
rather than exchange should characterize 
modern accounting. There was developed 
subsequently an approach based on con- 
version of value, the emphasis on classifica- 
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tion, the ledger approach, and illustrative 
material based on manufacturing rather than 
trading enterprises. 

It is proposed in this paper to make use of 
the conversion of value concept but to at- 
tempt to retain the balance sheet approach 
and to employ the trading concern for illus- 
trative background. The trading concern is 
used because it is simpler and better known 
by beginning students and it is believed that 
cost accounting can be applied here as 
effectively as in a manufacturing concern. 
Conversion of value, depicted in accounts, is 
fundamental in cost accounting. Through 
this concept the cost accountant determines 
a variety of costs including such items as 
manufacturing jobs and non-productive de- 
partment services. He causes cost values to 
flow from one set of accounts to another, 
thereby providing the management with use- 
ful reports regarding operations. In manu- 
facturing, these values flow ultimately into 
cost of goods manufactured, being treated as 
costs rather than as expenses, as asset values 
rather than values expired, and ultimately 
being expressed in a schedule supporting the 
cost of sales portion of the profit and loss 
statement. All accounts are treated in a man- 
ner similar to asset accounts with debits and 
credits, dissimilar to expense and income ac- 
counts which are commonly uniphase until 
time of closing. 

The feasibility of the underlying philoso- 
phy will be stressed throughout rather than 
the detail of presentation to the elementary 
class. 


I 


Students of business administration are 
wont to insist that in a business enterprise, 
the administration of property is of greater 
import than title in it. The transactions 
entered into by the enterpriser during a 
given period are more closely related to the 
results sought than the physical properties 
available at the beginning of operations. The 
policies created and enforced by the activi- 
ties of the management are of more signifi- 
cance than the equipment with which they 
carry on those activities. Business is dy- 
namic, not static. The profit and loss state- 


ment, because it includes summaries of profit 
seeking operations, tells a more significant 
story than the balance sheet. A record of 
causes is of greater utility than a statement 
of results. 

Some writers in accounting have suggested 
without serious objection that Accounting 
is not an end in itself; that only as it serves 
the administration of the particular enter: 
prise does it have reason for existence. It is 
a tool of management, which will assist in 
the effective carrying-on of the functions of 
the enterprise for which management is re- 
sponsible. While it is important to know 
what is had, and while what is had may be 
closely related to what has been done to pro- 
duce what is had, it is the analysis of the 
activities leading to the “having” that are 
of primary importance to those interested in 
accounting records. Accounting records, 
then, achieve utility to those whom they 
serve insofar as they summarize the activi- 
ties of those individuals charged with the 
responsibility of various functions necessary 
to complete activity within the enterprise. 

Accounting consists in recording, sum- 
marizing and reporting on the activities of 
business managers and the effect of these 
activities on the properties of the enter- 
prises. Business operations are made evident 
in business transactions,—but the account- 
ing for business transactions goes much fur- 
ther than the initial recording. It involves 
the analysis of the effects of these trans- 
actions, as operations convert or make use 
of the properties resulting therefrom. 

In the cost accounting sense, all business 
transactions consist of an incurrence of cost, 
not independent and unrelated, but with 
the purpose directly in the mind of the enter- 
priser of a recovery from those costs in ex- 
cess of costs incurred. The accountant 
records and interprets these transactions in 
the light of the express purposes of the enter- 
prise in question. If the purpose of the enter- 
prise in question is to produce residential 
lots out of farming areas, the purchase of 
land is not the acquisition of fixed assets, 
but rather merchandise stock. If the purpose 
in acquiring bonds which will yield interest 
income is to provide temporary employment 
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of funds, one procedure is employed; if it is 
to carry them to maturity a different method 
is used. The purpose of the transaction is 
interpreted in the accounting treatment 
thereof. Good and useful accounting looks 
beyond the object to the relation of the ob- 
ject acquired to the enterprise in question. 

If all business activity consists of the in- 
curring of costs and the recoveries there- 
from, accounting reports should picture the 
summaries of such activity. And this they 
do. The balance sheet portrays in the 
merchandise account, in the fixed asset ac- 
counts and in the deferred charges to ex- 
pense accounts, those costs incurred which 
are applicable to future operations. In the 
current asset accounts, excepting inven- 
tories, it shows the recoveries from those 
costs, not included in the above. In the re- 
ceivables and payables it records “claims” 
incidental to cost incurrence and cost re- 
covery. The statement which accountants 
choose to call the profit and loss accounts, or 
profit and loss statement, gives the items 
omitted in the balance sheet, the costs in- 
curred not applicable to future periods but 
those applicable to the period in question, 
together with the extent of the recoveries 
from those costs. 

Both statements then are in effect Cost 
Statements. The balance sheet is a state- 
ment of costs applicable to the future, re- 
coveries from the past, together with re- 
ceivables and payables incidental to such 
costs and recoveries. The profit and loss 
statement is a statement of the costs applic- 
able to the period just passed and the re- 
coveries from the same past. 

All accounting consists, then, in recording 
transactions relating, either to the incur- 
rence of costs or the recovery from those 
costs incurred. Since, however, the recovery 
does not consist in the utilization of all costs 
incurred, it becomes necessary for the ac- 
countant to apply such part of incurred 
costs to those recoveries as are related to 
them. This application of cost calls for the 
greater intelligence on the part of account- 
ants and consists chiefly in determining and 
utilizing the correct basis of application. 

In general accounting the application of 
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costs is relatively simple. It consists in iden- 
tifying costs incurred with a definite period 
of time, known as the accounting period. 
Usually this is a year,—but different periods 
have been chosen to furnish to those inter- 
ested in accounting results, summaries that 
will be of greater use to them. But what- 
ever the period, the accountant must de- 
mine, of all costs incurred the part that be- 
longs properly within the time of the ac- 
counting period. This he does and exhibits 
his results in the Profit and Loss Statement 
as for the period of one year ended Decem- 
ber 31, 1932. He also identifies the recoveries 
with the same period and as a result must 
obtain the increase in proprietorship for the 
period in question. 

In mentioning the net change in pro- 
prietorship it might be wise to point out that 
for the first time this resultant figure takes 
on a real meaning and value. Heretofor the 
net profit was arrived at by combining un- 
like units, that is, changes in market values, 
in cost values, and in replacement values. 
Under the cost accounting approach all 
items appearing in the accounts would of 
necessity be recorded at cost prices. There 
could be no alternative basis of valuation 
if the premise is granted that accounting is 
primarily concerned with recording the costs 
incurred and the recoveries thereon. There- 
fore, the net change in proprietorship will 
indicate whether or not business operations 
have resulted in a recovery of costs in excess 
of those incurred. 

Following the general balance sheet 
method of approach in teaching elementary 
accounting, the relationship of the Cost Ac- 
counting Approach to the Accounting Equa- 
tion, to the Accounting Statements, to the 
Ledger, and to the Journals will next be 
brought out. 


II 


In the accounting equation A—L=P 
and expanded A = P,+(I—CS—OE 
+(NOI— NOE) 

I,=I—CS—OE+(NOI—NOE) 
P, = Beg. proprietorship 
I,=Net income 


ofit 
ant 
of 

ent ( 
ted 
ing 
ves 
er- 
t is 

in 
3 of 

re- 

ow 

be 

the 

are 

in 

ds, 

hey 

ivi- 

the 

ary 

s of 

ese 
ter- 
lent 

nt- 
fur- 
ives 
AnS- 

use 

ess 

ost, 
vith 

ter- 

ex- 

ant 
sin 

ter- 

ter- 
itial 

e of 
sets, 

ose 

rest 
nent 


The Accounting Review 


I =Gross income 
P=End. prop. 
CS=Cost of Sales 
OE =Operating expense 
NOE=Non-op. expense 
NOI=Non-op. income 

Sprague in his well-known “Philosophy of 
Accounts” calls A and L specific, P and its 
components economic. He says that the P 
concept is extremely abstract. All income 
and expense items are items attached to the 
abstract element. This would seem to in- 
crease the difficulty of making these ele- 
ments understood by beginning students. 

It is proposed to substitute in the above 
equations the cost concepts before men- 
tioned in an attempt to make the equations 
less abstract and more concrete or specific. 
The new cost concepts may be designated 
as follows: 


Co=total costs incurred minus costs 
applied in the past 
Co,=costs to be applied in the future 
Coz=costs applied to the accounting 
period 
then Co=Coi+Co.; for A could be sub- 
stituted Cash plus Receivables plus Co:, and 
P could be expressed as Cash plus Receiva- 
bles minus Payables plus Coz. 


Net income =Gross Income— Co; 


The Sprague philosophy that Receivables 
and Payables are postponed cash receipts 
and disbursements might well be employed 
here, indicating the reason for the arrange- 
ment in the foregoing equation. 

There is without a doubt in these latter 
modifications of the well known equations 
less of the abstract and more of the con- 
crete. There is also a definite relationship be- 
tween many of the items appearing as assets 
on the balance sheet and as expenses on the 
profit and loss statement. It is believed that 
this substitution of specific elements for the 
abstract will make the teaching problem less 
difficult. 


Il 


The balance sheet approach has the de- 
cisive advantage of making the beginning 


student aware of the business enterprise as 
the distinct entity to which statements be- 
long and the unit which transactions affect. 
The cost accounting approach would modify 
this to include the accounting period, be-it 
a year or a month, as an equally funda- 
mental concept. The accounting student is 
to be aware from the beginning not only of 
the close relation between accounting and 
the enterprise to which it belongs but of the 
existence of accounting periods imposed by 
accounting practice on the business and its 
operations. 

This accounting period is not a natural 
stopping and starting, as our perplexing 
problems of theory incidental to adjusting 
and closing have so well demonstrated. Far 
greater accuracy could be obtained if ac- 
countants could wait until a business ceases 
operations and is liquidated to report on its 
progress, favorable or otherwise. But that 
is not feasible. So there is the accounting 
period and the accountant must face it. He 
must to the best of his ability indicate the 
income and expense values which apply to it. 
This he does in the income or profit and loss 
statement. 

The cost accounting approach would look 
upon the profit and loss statement as an 
operating statement including that part of 
total incurred costs belonging to the period 
in question. The significance of the period 
with its necessity for application of a por- 
tion of costs must ever be in the mind of the 
accountant if he is correctly to portray the 
summarized effect of business operations. 

The effect of cost incurred and cost re- 
covery transactions directly on the state- 
ments might well be portrayed here. The 
cost accounting principle of direct applica- 
tion of costs to jobs or departments may 
well be illustrated charging directly to the 
profit and loss statement those cost incur- 
rences that unquestionably belong there. 


IV 


As in the balance sheet approach the con- 
sideration of accounts would provide the 
most effective medium for illustrating the 
theories suggested above when statements 
were considered. Conversion of cash into the 
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various commodities and services necessary 
to the operation of the enterprise would be 
presented in a variety of transactions. 

The accounts would be arranged in the 
same order as they appear in the statements. 
A considerable number of transactions illus- 
trating costs chargeable to the current 
period, costs persisting beyond the current 
period and recoveries of costs would be em- 
ployed. These transactious might well be 
classified as in cost accounting into external 
and internal. After the external transactions 
are entered, a trial balance would be taken 
to prove the accuracy of the recording. The 
internal transactions would involve proper 
cost application to the period covered by the 
profit and loss statement. 

Adjusting entries would here be presented 
as representing ‘‘conversions of value” neces- 
sary to provide an accurate statement of all 
costs chargeable to the period. Depreciation 
would represent the cost of machines; loss on 
bad debts, an unavoidable cost of selling on 
credit. The cost of sales salaries being in- 
complete it would be necessary to set up the 
accrued item in order to achieve complete- 
ness. 

When all costs properly chargeable to the 
period are included, they are then sum- 
marized in trading and profit and loss ac- 
counts. These transactions might be pre- 
sented as conversions of the lesser elements 
into the greater. 

V 

Special journals would be presented as an 
intermediate stage between a pure account 
record, as in the ledger, and a pure chrono- 
logical record as in the single general journal. 
These special journals would act as accumu- 
lating devices for the accounting period, at 
which time they would be footed, summar- 
ized and entered in a general journal. They 
would not be books of original entry but 
summarizing devices for the preparation of 
journal entries covering a specific period of 
time. 

The special journals would include the 
voucher register, for costs incurred; the cash 
journals for cash receipts and disburse- 
ments; and the sales journal for recoveries 
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of costs through sales. The general journal 
would follow the orthodox procedure being 
used for opening entries, such current entries 
as could not be entered in the special jour- 
nals, the summaries of the special journals, 
adjusting, closing and post-closing entries. 

It is believed that the description of this 
mechanism is not too technical to be pre- 
sented early to the student. The summariza- 
tion of special journals is not difficult. the 
posting from a single journal is fairly simple 
and the records used correspond to the 
underlying cost accounting philosophy. 

An attempt has been made in this paper 
to propose an approach to elementary ac- 
counting that would retain the obvious bene- 
fits of the balance-sheet approach and im- 
prove the effectiveness of teaching account- 
ing through an emphasis on costs. This em- 
phasis in the past has characterized indus- 
trial accounting but there seems no very 
good reason why it cannot be made useful in 
the simplest forms of mercantile or trading 
enterprise. It is believed that this unity in 
the philosophy underlying all business trans- 
actions, this concreteness applied to the 
elements of the two accounting statements 
and the increased emphasis thrown upon the 
likeness of those two statements may result 
in an approach that may become, after 
testing and refinement, an improvement 
over the one now being used. 


The Use of Problems, Cases and Practice 
Sets in the Elementary Course 


Harvey G. MEYER 


S AN INTRODUCTION to this subject it 
A is interesting to note the struggles of 
the pioneers in accounting instruction. Mr. 
John R. Wildman in an article in the March, 
1926 Accounting Review entitled “Early In- 
struction in Accounting” recites a humorous 
incident relative to the first accounting class 
at New York University. 


I have been told that the men who undertook to 
teach accounting when the school was organized 
admitted they had very little idea of what it was 
all about. They got some men from the practical 
field, out of the accountants’ offices, to come up 
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in the evening and talk to a small class of about 
thirty students, and I am told that they first be- 
gan to try to teach them theory and that all of 
the members of the class went to sleep. The situ- 
ation was getting quite desperate when Professor 
Dennis evolved the idea of giving them some- 
thing to do to keep them awake, and he intro- 
duced the first sets, I believe, which were used in 
university courses of instruction in accounting. 
They were full sized books of account, and they 
were accompanied by a syllabus of transactions; 
and the members of that class were required to 
work out these transactions, put them into the 
books and make some statements from them. 
This proved of very great interest, I am told, to 
the members of the class, and really saved the 
situation. 


Although the pedagogy of accounting in- 
struction has advanced since that time, we 
still find much of the effectiveness of our 
efforts bound up in the use of well chosen 
problem materials. 

Also, in the early days of accounting in- 
struction we find much though directedt to- 
ward standardization of courses both with 
respect to subject matter and the use of 
problem material. During the first years of 
its existence, the A.A.U.I.A. appointed a 
Committee on Standardization. At the sec- 
ond annual convention held in Philadelphia 
in December, 1917, this committee, of which 
Professor F. H. Elwell was chairman, pre- 
sented a report from which I quote as fol- 
lows: 


The purpose of the Elements of Accounting 
course is to give the student a proper conception 
of the subject matter dealt with in accounting, 
viz., business transactions. The amount of train- 
ing obviously must depend upon age and previous 
experience. A student with no business experience 
would naturally require more drill than a student 
somewhat familiar with the conditions sur- 
rounding business transactions. Its contents 
should provide for the least amount of detail work 
consistent with thoroughness. 


With respect to sets and problems, the re- 
port states: 

The working out of bookkeeping sets seems ai- 
most to be essential although the use of problems 
to illustrate the application of many of the the- 
ories should be encouraged. 


From the earliest days of accounting 


courses in our colleges and universities, then, 
practice sets and somewhat later problems 
to illustrate theories have been an integral 
part of not only the elementary course but of 
other accounting courses. Their use requires 
no defense. 

When, however, we enquire respecting the 
nature of the practice material to be used 
and the manner in which it may be pre- 
sented most effectively, a discordant jangle 
of opinion and experience is evident. No con- 
census exists when questions of nature of 
material and methods of instruction are 
brought up for discussion. To those who 
have participated in the discussions at our 
convention sessions these differences of 
opinion are well known. 

It is not the purpose of this paper to at- 
tempt to outline the exact nature of the ma- 
terials to be used in the elementary course 
nor to state the manner in which they may 
be used most effectively. That would but 
lead to controversy. A debate on problems 
vs. cases, vs. practice sets likewise would 
bring forth sharp differences of opinion. 

We must understand the causes under- 
lying these differences. The purpose of this 
paper, then, is to point out some of the fac- 
tors which lead toward individuality in the 
use of practice materials and in teaching 
methods. Finally, I wish to point out how the 
results of this individuality may be made 
available to strengthen the work of the pro- 
fession in general. 

Even casual consideration brings to light 
many diverse factors which lead away from 
standardization of practice materials and 
teaching methods. Without attempting ex- 
haustive treatment, I shall mention a few of 
the more important. 


1. Different purposes behind the course. 

2. Differences in previous training of stu- 
dents. 
a. general academic 
b. business experience 
c. previous courses in bookkeeping 

. Division of time between lecture, quiz, 

and laboratory. One or more of these de- 
vices may be used in different propor- 
tions and with varying emphasis. 


4. 

5. 

6. 

It 
lis 

se 
en 
en 

di 
of 

A 

a 

a 

P 

q 

B 

p! 
m 

t 
ti 
al 

i 
: le 
le 
a 
t 
a 
t 

i 


Problems of Accounting Teaching 


. The student may have one instructor in 
lecture, another in quiz, and another in 
the laboratory, or one instructor may 
have the student in all divisions of the 
course. 

. Differences in presentation of material 
due to training of the instructor, his fixed 
ideas, his practical experience, ete. 

. In some cases sets and problems are 
graded casually, in other cases detailed 
corrections are made. 

. In some cases the work handed in is given 
no weight in the final grade except in case 
of a deficiency in quality and quantity, in 
other cases a definite weight is given to it. 


It is unnecessary to proceed further with the 
list. To give the same problems and practice 
sets to a number of different classes in differ- 
ent institutions might, in the light of differ- 
ent conditions and circumstances, prove very 
difficult. Certainly it would be productive 
of varying results of success and failure. 

The Committee on Standardization of the 

Association realizing the danger involved in 
attempting to standardize teaching methods 
and content materials presented a report in 
December, 1923, under the chairmanship of 
Professor J. P. Adams. The following is a 
quotation from the report: 
Believing that independence of action on the part 
of the individual instructor is necessary to the 
proper development of the field and the improve- 
ment of teaching results, the committee feels, at 
the same time, that such independence and initia- 
tive should be exercised in the light of what others 
are doing. An instructor can proceed more intelli- 
gently, from the pedagogical standpoint, if he has 
information concerning the experience of his col- 
leagues-in-the-field in meeting the same prob- 
lems. 

How can this information be made avail- 
able? That is a question which we have tried 
to answer in a number of different ways. We 
attend conventions and conduct sessions 
on the teaching of accounting and we read 
our magazines and books. Still we get but 
an imperfect idea of what the other fellow 
is doing. 

The committee took a decided step for- 
ward when they gathered final examinations 
given in the elementary course by repre- 
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sentative institutions throughout the coun- 
try. These were mimeographed and sent out 
to accounting instructors. The committee 
commented as follows on this procedure. 


We believe that this examination material in the 
hands of the individual instructor who is faced 
with problems of one sort or another concerning 
content, pace, standards, procedure, ete., will be 
of very great help in bringing the teaching of ac- 
counting not to a homogeneity, but to a more 
intelligent heterogeneity. 

As one of those who received these mimeo- 
graphed examinations, the work of the com- 
mittee was impressed on me. I spent many 
hours going over the questions and problems. 
Some method of classifying them was neces- 
sary, however, if they were to be of maxi- 
mum value. With this in mind, I obtained a 
cardboard filing box and a lot of scrap ledger 
paper cut to a size of 6X8 inches. The in- 
dividual problems and questions were tacked 
on these cards by means of paste at the 
corners. Next I cut out a number of heavy 
cardboard guides for purposes of classifica- 
tion. Then all of these cards were classified 
according to subject matter. Thus a rather 
ambitious project had its start for up to the 
present time I have gathered mat:rials from 
many institutions from all parts of the coun- 
try until many thousands of cards are classi- 
fied in a series of twelve boxes. Each year the 
collection grows. 

Has the result justified the work? Yes, for 
it has provided me with a very important 
part of the answer to the question “What is 
the other fellow doing and how is he doing 
it?” It is also of inestimable value in the 
construction of laboratory manuals and ex- 
aminations. 

It is my hope that in codperation with the 
Committee on Exchange of Teaching Ma- 
terial, this collection may at some time in 
the future be made available in some form 
to the membership of the Association. Per- 
haps we can put out mimeographed sets of 
problems, each set on a different topic or 
subject. This plan seems to offer distinct 
possibilities. Published problem books can 
but scratch the surface of this mine of fine 
materials which lies buried in the files of our 
accounting departments. 
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A Five-Year Plan for Training 
Specialists 
HERMANN C. MILLER 


HE TITLE of this paper suggests that it 
might well have been prepared by (a) 
Josef Stalin, (b) “Chic” Sale, or (c) a uni- 
versity professor. In reality only a uni- 
versity professor would seriously consent to 
undertake the authorship! 
Several questions are suggested in the 
title. They may be stated as follows: 


1. Are all college-trained accountants prop- 
erly termed specialists? 


. Is the training of a specialist an approp- 
riate function of the undergraduate area 
of an educational institution? 


The discussion of these questions may be 
helpful in understanding the general plan for 
training specialists which is described herein. 

Many persons believe that an educated ac- 
countant is a highly specialized technologist. 
It is frequently amusing (and annoying) 
to us to hear the words “narrow,” “‘techni- 
cal,” “highly specialized,” and even “‘me- 
chanical” applied to our work by econom- 
ists, political scientists, historians, and ex- 
perts in other fields, while at the same time 
these gentlemen, our colleagues, profess for 
their work and their students a profound, 
liberal training and a culture devoid of any 
mechanistic or pragmatic aspects. But the 
accounting major is looked upon as an out- 
cast, an educational renegade, an Esau. Ap- 
parently few educators (including college 
and university presidents) realize that a 
training in principles of accounting is, in 
fact, as important for good citizenship as 
training in American History, Economic 
Theory, or the Science of Government. 
Among the essentials of trained citizenship, 
the modern need for a citizenry capable of 
visualizing and understanding public, cor- 
porate, and private, financial and operating 
statements appears to be a forgotten or un- 
discovered cause. Governments are con- 
trolled by clever politicians who employ ac- 
counting methods which were antiquated 
thirty or forty years ago. It is frequently 


facetiously said for example that every 
governor of a certain state has taken office 
finding the state’s finances “showing a de- 
ficit’’ but left office “showing a surplus.” A 
single-entry accounting system, a state au- 
ditor who does not audit, a state treasurer 
who does not know the amount of available 
state funds, are some of the uncouth features 
of a government of a citizenry ignorant of 
accounting principles. A student who majors 
in accounting as an undergraduate is not a 
specialist. Nor does he become one upon re- 
ceiving a baccalaureate degree. Many such 
graduates will never practice the profession 
of public accounting; many will not even 
be employed as accountants for private or 
public enterprise; but most of them will find 
themselves prepared for the realities of life. 
To call these young men and women special- 
ists or to say that their training has been 
narrow, technical, or mechanical is only an 
admission of ignorance of the utterer. 

Some accounting majors will of course de- 
sire specialization. Like a physician who has 
tired of “‘general practice,” a few men and 
women will return to some educational insti- 
tution for graduate study of some definite 
problem in accounting research. They may 
seek to qualify themselves in some phase of 
accounting work. The specialization will 
come then in the graduate area rather than 
in the undergraduate area. 

A very able paper was presented to the 
A.A.U.L.A. in December 1931 and published 
in the March 1932 number of the Accounting 
Review on “A Program for Graduate Study 
of Accounting.” It contained a full discus- 
sion of courses and subjects to be included 
in the undergraduate and graduate years. 
This being the central theme of “A Five 
Year Plan for Training Specialists” a repeti- 
tion in the form of a brief summary may be 
excusable. 

The undergraduate curriculum of an ac- 
counting major should include subjects or 
courses in accounting indicated by the fol- 
lowing skeleton outline: 


1. Elementary or Introductory Principles 


2. Intermediate Principles 
Classification and valuation. 
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Special types of organization such as 
branch house, holding companies, 
and fiduciaries. 

Costs. 

Analyses. 

3, Advanced Principles and Practice. 

Systems. 

Budgets. 

Tax accounting. 

Auditing. 

Practice and Review—C.P.A. Prob- 


lems. 


Such an undergraduate curriculum for ac- 
counting majors is suggested as a standard 
which might be almost universally adopted. 
Possibly one of the most important contribu- 
tions our professional societies could make 
towards the advancement of accounting 
would be the adoption of recommendations 
for some such minimum accounting program 
for students majoring in this subject. Too 
frequently the college-trained accountant is 
judged by our practicing brethren by the 
university or college graduate who “took” 
accounting but either lacked interest or 
ability to pursue the subject beyond the 
most elementary principles. Joint action by 
professional societies with the A.A.U.LA. 
evidencing greater interest in collegiate ac- 
counting instruction should be patterned 
after similar programs of our national legal 
and medical societies. A greater uniformity 
in recognizing undergraduate work in ac- 
counting would result. Those colleges and 
universities whose accounting instruction is 
weak because of unsympathetic or unin- 
formed administration would thus receive en- 
couragement from the outside to strengthen 
this work. Undergraduate work would be 
definitely removed from the graduate area. 
The graduate work of specialists in ac- 

counting should be less formally outlined 
than for undergraduate years. Greater free- 
dom may thus be permitted for study, re- 
search, and writing. Roughly the work may 
be classified somewhat as follows: 
1. Seminars—Formal and Informal: 

General 

Research Methods 

Literature and History of Accounting 
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Public or Social Aspects of Accounting. 
2. Research in Special Subjects: 

Audit Procedure and Reports 

Cost Problems and Systems 

Theory 

Tax 

Governmental 

Internal Reports 
8. Elections in Related Fields 
4. Thesis 


Thus, the specialist will narrow the scope of 
his undergraduate work to some specific 
application of accounting. This will be done 
at the proper time, i.e., during the post- 
graduate year or years. The four years of 
undergraduate study producing a broad, 
liberal training in commerce with a major in 
accounting will be the basic or general edu- 
cation of the specialist. The specialization 
will come in the fifth, or other graduate 
years. Shall we call it “A Five-Year Plan for 
Training Specialists’ ? Is it an experimental 
education scheme? Or is it planned con- 
servatively, along the lines already pat- 
terned and proven in other fields of educa- 
tion? 

It has been said that “the changing needs 
of a changing economic situation have 
brought into accounting technique much 
statistical procedure not to be included in 
the double entry record.’? An audit report 
of accountants made to a client engaged in 
hotel operation included the customary ac- 
counting statements. In addition consider- 
able statistical data was submitted which 
could not be included in the double entry 
record. There were surveys of local traffic 
routes, available competition, commodity 
price trends, guest room cubic foot capacities 
and furnishings, elevator services and simi- 
lar pertinent items of information. It must 
be obvious to all of us that the non-special- 
ized accountant is not qualified to prepare 
a reliable report of this character. It is be- 
lieved that accountants must hereafter pre- 
pare themselves more fully to meet the de- 
mands of society for a more intelligently 
planned economy. To meet these demands 
trained specialists will be required. 

1DR Scott: The Cultural Significance of Accounts. 
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A Work-and-Study Program 
R. Emmett Taytor 


HE “‘co-oP”’ SYSTEM was founded in 1906 

by Dean Schneider. It has been gradu- 
ally expanded over the years to include all 
branches of engineering: civil, electrical, 
mechanical, architectural and commerce; 
and it ranges from the applied arts and to 
municipal government. Probably 1700 stu- 
dents are now on co-op basis, of which 400 
are in Commerce. 

Under the plan, an undergraduate pur- 
sues a five year course running eleven 
months of the year. In the freshman year 
students are in school full time. The coopera- 
tive plan starts at the beginning of the 
sophomore year. They are then in school one 
month, and at work one month. Each stu- 
dent has an alternate: one in school while the 
other is at work. He is permitted a week’s 
vacation at Christmas and three weeks’ va- 
cation in summer. In one year then, a stu- 
dent spends approximately as much time in 
school as the two-semester student in any 
other university. Under this system the 
years are freshman, sophomore, pre-junior, 
junior and senior. The student graduates 
with the degree of commercial engineer at 
the end of five years. 

Each department of the engineering col- 
lege has a man in charge of coordination. He 
secures the jobs and supervises the student 
in his work relations. Professors in charge of 
classes have nothing to do with this. The 
man in charge of coordination has a class in 
coordination with each sophomore, pre- 
junior, etc., group, and this class is designed 
to tie up work and study. It consists in great 
measure of reports. 

The plan at Cincinnati is designed not 
merely as an aid for poor students to get a 
college education. On the contrary it is rela- 
tively costly. The tuition is $200 for out-of- 
town students; $150 for those from the city. 
Then if a student works in his own town or 
elsewhere, outside of Cincinnati, there is his 
car-fare every four weeks. Students have 
their jobs anywhere in the east, midwest or 
south. 


In the freshman year of commerce train. 
ing, the student gets his sciences: mathe. 
matics, chemistry. Physics comes later. He 
has no commerce subjects until his sopho 
more year. Then he gets economics, account- 
ing, geography, statistics, mathematics of 
finance, etc. Thereafter his subjects are the 
usual commerce subjects. 

In accounting he has his sophomore year 
in principles. Principles are continued in his 
pre-junior year. Cost accounting comes in 
the junior year. Budgeting comes the first 
semester and income-tax the second semes- 
ter of the Senior year. 

We make no special effort to train stu 
dents for the C.P.A. examination in the day 
school. Accounting is taught primarily in 
connection with other commerce courses. If 
the student wishes to specialize he may en- 
roll in the evening school where he can get 
auditing, C.P.A. review, are advanced prob 
lems. Our students rarely go in for the C.P.A 
degree after graduation. 

On the whole our sophomore is a some 
what better student and a trifle more serious- 
minded than the average sophomore I have 
been in touch with elsewhere. 

In the autumn of the sophomore year he 
appears before me for two weeks. He then 
goes on the job and I have the other group 
for a month. After the first two weeks, 
groups alternate monthly. 

The month away from the classroom has 
no bad effects, I think. It takes less than one 
class lecture to get them back again into 
stride. I’m inclined to believe a month 
away is a good thing. They come back with 
more energy, and they return to their job 
again with enthusiasm. 

In the classroom, the student shows more 
sustained interest. If his job pertains to the 
subject matter he is constantly attempting 
to coordinate them as is the teacher also. 

I believe I am able to get the principles 
to these students more quickly. For ex 
ample, this fall, they have covered the whole 
accounting process in two months. In the 
second semester we will cover partnership 
and corporation accounting. In the summer 
semester, the student does a special paper in 
interpretating the reports of any company, 
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Problems of Accounting Teaching 


and oftentimes he takes the company for 
which he is working. 

Little needs to be done by way of en- 
couraging neatness and accuracy with these 
sophomores. They seem to have acquired a 
lot of such ideas from their mathematics, 
drawing, and other subjects. 

The teacher imparts a certain amount of 
subject matter for two weeks to one group. 
To the alternate group he repeats the two 
weeks and continues two weeks in advance. 
The process then repeats itself. The plan is 
aeceptable to the teacher because he pre- 
pares two weeks to last him four weeks. 
As to the student after graduation: in the 
class of 1929, 51% had 2-4 years work in 
accounting and of the total number 27% 
went on in their jobs in accounting. In the 
class of 1930, 67% had 1-4 years work in 
asecounting, and of the total number 38% 
went on in their jobs in accounting. In the 
class of 1930, 62% had 1-4 years work in 
accounting and of the total number 30% 
went on in their jobs in accounting. 


Comprehensive Examinations v. Course 
Credits 


J. GRAHAM 


tT THE University of Chicago there are 
two phrases which constantly recur in 

all discussions of curricular problems—the 
“New Plan” and the “Old Plan.” While 
these terms have in the past meant “all 
things to all men,”’ there have developed 
certain characteristics of the New Plan 
which are definite and distinctive. It is still 
true, of course, that securing a college edu- 
cation is a process of matriculation, sophisti- 
cation, examination and graduation; the 
student’s program is still blocked out for 
him in more or less formal course units; and 
typically, a student still takes courses and 
attends classes for about four years before 
he graduates. But here ends the similarity 
of the New Plan to the Old Plan; the purpose 
of this paper is to present briefly the basic 
characteristics of the general University 
New Plan, to describe the adaptation of this 
Plan to the senior-college two-year School of 
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Business and to discuss the tentative plans 
for the Accounting program in its new 
setting, 


DISTINCTIVE FEATURES OF THE NEW PLAN 


“Distinguishing features of the new plan, 
announced two years ago and put into opera- 
tion last year, are the following: the Bache- 
lor’s degree requirements are stated solely 
in terms of educational attainments meas- 
ured by two sets of comprehensive examina- 
tions, one set at the junior-college level to 
test primarily general education and the 
other set at the senior-college level to test 
primarily depth of penetration in a large 
yet special field of thought selected by the 
student; the old lock-step, time-serving, 
routine requirements in terms of course 
credits and grade points have been aban- 
doned; class attendance is not required, but 
is voluntary on the part of the student; the 
relationship between student and professor 
has been completely changed by divorce of 
the examination function (which was been 
placed in the control of a board of examina- 
tions) from the instructional function; four 
new courses, a year-course in each of four 
large fields of thought—the biological sci- 
ences, the humanities, the physical sciences, 
and the social sciences—have been specially 
designed to serve the general-education 
needs of the student, with a wide variety of 
instructional methods carefully selected and 
proportioned in the light of the educational 
objectives to be attained; a carefully pre- 
pared syllabus, with appropriate bibliograph- 
ical citations, for every course at the junior- 
college level is available for each stu- 
dent; a faculty adviser, who is selected for 
each student in the light of his educational 
needs and ambitions, takes his responsibili- 
ties seriously and is ready at all times to 
play the role of guide, counselor, and friend.””! 

A survey of the results of the first year of 
operation under the New Plan reveals these 
interesting facts: (1) the announcement of 
the New Plan attracted a larger number of 
superior students as indicated by scholastic 
aptitude tests and general performance; (2) 


1 University of Chicago Record, January, 1933. 
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there is evidence that a number of students 
are “saving time” in fulfilling the examina- 
tion requirements and will probably gradu- 
ate in considerably less than the usual four- 
year period; (3) class attendance, though 
voluntary, has averaged almost exactly what 
it was under the old plan; (4) student per- 
formance in every respect has been beyond 
expectation; a larger per cent of last year’s 
freshmen have returned this year than previ- 
ously (in spite of the depression), and in- 
structors of this year’s Sophomore classes 
report “‘a greater breadth and wealth of read- 
ing, of ideas, and of general intellectual back- 
ground, as a result of their training in the 
new introductory general courses, than was 
true of any previous Sophomore class.” 


THE NEW PLAN IN THE SCHOOL OF BUSINESS 


The New Plan for the senior-college two- 
year School of Business is based upon the 
general University New Plan (although as a 
matter of fact, the plan had been tentatively 
worked out prior to the adoption of the 
general New Plan). In this School the pro- 
gram of work leading to the Bachelor’s de- 
gree (A.B.) is intended primarily to furnish 
the student with a general appreciation of 
the methods and problems of modern busi- 
mess management. Although the program 
offers opportunity for some work in a field of 
concentration (the amount of which de- 
pends upon the student’s ability and his 
previous training) students who plan to 
specialize to any considerable extent are ex- 
pected to do so either as special students or 
as candidates for a higher degree after they 
have met the requirements for a Bachelor’s 
degree. 

Beginning with next year, graduation from 
the School of Business will be based upon 
attainments as tested by comprehensive ex- 
aminations rather than upon course require- 
ments or course examinations. The first of 
these examinations, normally taken after 
about one year (three quarters) in the 
School, is designed to test mastery of basic 
subject matter, including accounting, busi- 
ness law, business organization, business psy- 
chology, communication in management, 
economic theory, and statistics. The second 
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examination, normally taken after the see. 
ond year in the School, tests appreciation of 
methods and problems of management. 

In addition to passing the comprehensive 
examinations each student may before grad- 
uation complete a program of concentra- 
tion approved by the Dean, to be tested by 
a special section inserted in the second com- 
prehensive examination in lieu of certain ap- 
proved omissions or by any other method 
approved by the Dean and the student's 
supervisor. 

The School offers formal courses in which 
students may prepare for the comprehensive 
examinations, and students are encouraged, 
but not required to register formally for 
these courses. Course examinations may be 
given and course grades may be kept for pur- 
poses of reporting to parents or for use in 
case of transfer to another institution, but 
such grades have no bearing on graduation. 
The minimum period of enrollment in the 
School prior to graduation is one year. 


THE ACCOUNTING PROGRAM 


The program in Accounting has been re- 
organized to conform with the requirements 
of the New Plan. There will be available to 
the student in his first (junior) year in the 
School of Business two basic courses in Ac- 
counting (each course meeting three hours 
per week for one quarter), and the first com- 
prehensive examination for all business stu- 


dents will include questions covering the | 


subject matter of these two basic courses. 
In effect, then, these are required courses for 
all business students (although, of course, 
the work may be covered informally if de- 
sired). It is necessary, therefore, that there 


be included here all of the accounting re | 


quired by the student in fields of business 
other than accounting. These same courses 
must also serve as the first two courses in 
any accounting sequence. The first of these 
courses is designed to acquaint the student 
with: 


(a) The theory of accounting, considered as 
a device for recording, classifying, sum- 
marizing, and presenting the financial 
aspects of business transactions. 


tive 


= | 

in 

bu: 

ant 

an 

rec 

(ce) Th 

ing 

of 

tio 

(d) TE 

va 

we 

cl 

It is 

ing in 

counti 

cial p 

| provic 

detail 

been 

descri 

The 

| (a) D 

a 

(b) I 

0 

It 

are 

nec 


which 
ensive 
raged, 
ly for 
be 
pur- 
use in 
n, but 


ation. 


in the | 


Problems of Accounting Teaching 


(b) The types of transactions encountered 
in business, the characteristics of the 
business papers which evidence them, 
and the nature of the books of aceounts 
and accounting mechanisms used in 
recording them. 

The procedure employed in summariz- 

ing results and in developing statements 

of financial position and results of opera- 
tions. 

(d) The distinguishing characteristics of 
various types of ownership equities and 
way in which they are recorded (in- 
cluding inter-company affiliation). 


It is planned that for students concentrat- 
ing in the field of accounting, either as ac- 
counting majors or graduate students, spe- 
cial practice and laboratory work will be 
provided to acquaint them more fully with 
detailed accounting technique, which has 


| been reduced to a minimum in the course as 
| described above. 


The second course is designed to 


(a) Develop criteria of income and expense, 
and the principles of asset valuation and 
their influence on income, expense and 
net worth. 


(b) Present briefly the important uses of 
information supplied by accounting rec- 
ords: 


(1) In analyzing, comparing, and in- 
terpreting financial statements and 
in developing significant relation- 
ships as to classes of property 
owned, sources of capital employed, 
rates of turnover, yield, and return 
on investment, and disposition of 
earnings. 

In developing standards of operat- 
ing efficiency and in formulating 
plans for scheduling and controlling 
operations through budgets and 
other administrative devices based 
on financial records. 


(2) 


It is evident that these two basic courses 
are designed to accomplish the two objec- 
tives stated above: first, they provide the 
necessary minimum of accounting training 
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for the general business student and it is with 
this in view that the amount of technical 
routine practice and laboratory work has 
been reduced to a minimum; second, they 
furnish the basis for advanced work in ac- 
counting, and it is for this reason that sup- 
plementary practice and laboratory work is 
provided, particularly in the first course, for 
students planning to specialize in accounting. 
It is hoped that for such students these 
courses may prove to be a satisfactory 
“take-off” for almost any desired sequence of 
the specialized courses in the field of ac- 
counting. 


ADVANCED WORK IN ACCOUNTING 


Tentative plans have been laid to offer all 
advanced courses, including accounting, on 
a seminar conference basis. Instead of formal 
classes meeting three or four hours each 
week, only a few discussion sessions will be 
held during the entire course. At the first 
meeting of the class the student will be 
handed a syllabus covering the subject mat- 
ter of the course, including bibliographical 
citations, questions, and problems. The in- 
structor will present in outline the first 
major section of the course, and the class 
may not meet again for a week or two, and 
then only for informal questions and dis- 
cussion and for the instructor’s presentation 
of the riext major section of the course. 
Formal course credits are not given, the 
student’s mastery of the subject being tested 
either by the second comprehensive ex- 
amination or by any less formal method 
satisfactory to the supervisor of the stu- 
dent’s concentration program. The work of 
graduate students enrolled in these ad- 
vanced courses will be tested in connection 
with the final written examination on the 
field of the thesis. 


SUMMARY 
The School of Business has adopted the 
general University plan of abolishing course 


credits, basing advancement and graduation 
solely on the results of comprehensive ex- 
aminations. The first comprehensive ex- 
amination will test, among other things, the 
student’s knowledge of the fundamentals of 
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accounting as presented in two basic courses 
available to all students in their first (junior) 
year in the School of Business. All advanced 
work, including the advanced accounting 
courses, will be on a seminar conference 
basis with relatively few formal class meet- 


ings, and accomplishments will be 
ured by the second comprehensive cual 
tion. It is hoped that this plan will rapidly 
develop pupils into scholars, and will result 
in more mature and i usiness 
graduates. 
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DESIRABLE LEGAL CHANGES IN HOLDING 
COMPANY LEGISLATION 


E. R. Drttavou 


an enormous increase in the use of the 
holding company as a device for 
financing and welding together hitherto in- 
dependent units of business operation. In no 
field of business endeavor has the growth of 
| holding companies been so pronounced as in 
the field of public utilities. The motives 
prompting its use have often been of ques- 
tionable character. Financial history is re- 
plete with instances in which the purpose ap- 
parently has been to achieve individual ob- 
jectives at the expense of the balance of 
society. A glimpse at the ruins of what were 
prize holding company exhibits reveals cer- 
tain vicious practices that have fastened 
themselves, leech-like, to the structure. Even 
a superficial study of the economic losses re- 
sulting from holding company collapses 
raises a serious question as to their social de- 
sirability. Is a holding company a fair- 
weather vessel, which, with its luxurious ac- 
commodations, entices us to ride when the 
air is balmy and the water calm only to leave 
us stranded on a rocky coast when the wind 
veers and the water becomes restless? The 
question is pertinent but the answer difficult. 
Some students of business insist that the 
holding company is a by-product of a period 
of stable price levels when increased outputs 
with declining costs were the order of the 
day. They insist that during trying times 
disintegration will take place and that the 
successful business of the immediate future 
will be the small business unit which has 
shaken itself free from expenses entailed by 
heavy overheads and idle plants found in 
the larger organizations. Convinced that the 
evils of the holding company far outweigh 
its merits, the feeling is prevalent that its use 
will fall into disrepute and that it will die a 
natural death. It is suggested that legisla- 
tion might hurry its demise by making it an 
economic outlaw along with pools, trusts and 
other unsavory financial organizations. 


T= LAST TWO DECADES have witnessed 


Other thinkers, although cognizant of the 
evils which at present appear to accompany 
the holding company, see in it a device 
uniquely qualified to perform valuable eco- 
nomic functions in our present social order. 
As a means for the fusion of isolated and in- 
dependent plants into a vast operating sys- 
tem with resulting operating economies, it 
serves perhaps it noblest purpose. Its use 
eliminates much of the friction and many of 
the difficulties which are encountered when- 
ever direct merger or consolidation is re- 
sorted to. In addition if it later appears that 
the fusion was economically undesirable, the 
disintegration process is greatly simplified 
in case the fusion was accomplished by the 
means of the holding company. The divorce 
of the undesirable union is effected quite 
simply by the sale of the stock to some or- 
ganization more strategically located to 
benefit from the operating company’s ac- 
tivities. 

The holding company also performs a 
valuable service in the field of vertical or 
process fusion. Through the device of the 
holding company, it is possible to bring to- 
gether under one organization all of the 
processes from the production of the raw 
material to the finished product. The result- 
ing economies can be made available with- 
out endangering the financial stability or the 
earning capacity of any of the plants since 
no operating company assumes direct re- 
sponsibility for the obligations of related 
companies. 

It is not the purpose of this paper, how- 
ever, to dwell upon the virtues of the holding 
company but it is rather to throw the spot- 
light upon its outstanding vices and to sug- 
gest a legislative program which will elimi- 
nate them and at the same time preserve for 
our economic order its benefits. Two groups 
are in in procuring greater protec- 
tion than is accorded to them by our present 
laws, namely, the investors and the con- 
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sumers of service rendered by the underlying 
companies. 

Considering first the grievances of the in- 
vestor, it might be well to point out that 
society owes slight protection to the in- 
vestor whose lust for excessive profits 
prompts him to place his savings in the 
hands of some get-rich-quick promoter. Some 
people insist in risking their funds in ques- 
tionable enterprises in the hope of striking a 
gusher. A great many losses in holding com- 
panies were the result of investments of this 
nature. The investor in a holding company 
is not entitled to any greater or less protec- 
tion than is accorded to the investor in other 
fields. Since the holding company, has been 
clothed with powers which at present make 
it a peculiarly effective weapon for fostering 
the individual interests of those in control at 
the expense of the investor, protective legis- 
lation in two directions seems justified. 

At present there is nothing which requires 
that the investor be made aware that he is 
investing in a holding company or that, hav- 
ing invested in an operating company, it will 
not change over-night into a parent company 
owning the stock of numerous other cor- 
porations. An investment may be made in a 
sound and conservative operating company 
only to find some time later that the direc- 
tors have turned it into an exceedingly pro- 
gressive and optimistic holding company. 
To illustrate, let us assume that a relatively 
small and profitable company has been or- 
ganized to supply the city of Cincinnati with 
gas. As such it issues its debenture bonds, 
which on the past record of the company, 
appear to be a splendid investment. Not 
long afterward, however, the board of direc- 
tors with visions of larger profits and an 
extended influence begin to acquire a con- 
trolling interest in other gas companies 
throughout the state. The expansion con- 
tinues and the gas company extends its 
holding company activities to include stock 
in electric companies. Still more ambitious, 
the gas company enters the doubtful field 
of electric railways, both urban and inter- 
urban. Because of the competition of other 
holding companies and the desire to control 
certain key companies, excessive prices must 
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be paid for some of the stock. Because of 
doubtful investments, of a decline in the 
dividends of many of the operating com- 
panies and a drop in the market value of the 
securities held, the original sound and con- 
servative investmeni in the operating com- 
pany has assumed a speculative character 
which its investor never anticipated. The 
change from an operating company to a | 
company performing primarily the fune- 
tions of a holding company has placed in 
jeopardy all investments originally made in 
the operating company without giving the 
holders an opportunity effectively to voice 
a protest. 

This situation has developed from a weak- 
ness in our present corporation laws. Under 
our early corporation laws, it was generally 
held by the courts that a corporation had no 
power to purchase stock in other corpora- 
tions, since it embarked the shareholders 
upon a new enterprise not contemplated 
when they made their investment. Some- 
thing over four decades ago, the state of 
New Jersey, either doubting the wisdom of 
this restriction or seeking to enhance its 
position as a place for incorporation, altered 
its corporation laws by giving to corpora- 
tions expressly the power to purchase, ac- 
quire, hold, vote, pledge or dispose of the 
stocks, bonds and other evidences of in- 
debtedness of any other corporation. Other 
states fell in line until to-day something like 
three-fourths of the states permit the hold- 
ing of shares in other corporations. Influ- 
enced by legislation still other states by 
court decision appear to have sanctioned the 
practice. The wisdom of this change is ques 
tionable. The investor in a corporation is 
interested in the nature of the enterprise 
which is expected so pay him a return on his 
investment. Experience has demonstrated 
that anticipated income can be rudely dissi- 
pated by holding company activities on the 
part of a corporation chartered as an operat- 
ing company. To eliminate this weakness in 
our corporation laws it is proposed to con- 
fine holding company activities to the so 
called “pure” holding company. 

An amendment to our present corporation 
laws which would limit the power to pur- 
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chase a controlling interest—say ten per 
centum—in the stock of other companies to 
those corporations expressly chartered for 
that purpose would appear to solve the 
problem. In addition it might be well to 
limit the holding company to the perform- 
ance of holding company functions, such as 
acquiring stock in other concerns and ren- 
dering to them financial and managerial as- 
sistance. This would bar the holding com- 
pany from rendering a service normally per- 
formed by an operating company. This type 
of legislation would also leave the operating 
company free to invest its surplus funds in 
the securities of other corporations or to 
take the stock of another corporation in 
satisfaction of obligations owing to it. The 
statute would be violated only where stock 
ownership reached a point making possible 
a distinct influence in the management of the 
other company. Operating functions would 
be divorced from holding company func- 
tions; these separate and distinct functions 
would be performed by separate and dis- 
tinct corporations. 

The nature of the investment might also 
be made more clear to the investor by pro- 
viding that all holding companies be re- 
quired to include the words “holding com- 
pany” in their name, just as to-day many 
corporation laws require corporations to in- 
dicate the nature of their organization by 
adding to their name the word “company” 
or “incorporated.” Because holding com- 
pany securities are often sold by employees 
of operating companies and because of the 
nature of the holding company name, con- 
fusion results and investors are apt to think 
they are acquiring operating company se- 
curities when as a matter of fact they are in- 
vesting in a holding company. The name of 
the company might well be made to warn the 
investor of the nature of his investment. 

The gravest danger to the investor in 
holding company securities lies in the ease 
with which company assets may be manipu- 
lated by those in control. The danger be- 
comes more acute and the manipulation 
easier whenever holding companies are pyra- 
mided one upon another. Numerous losses 
can be attributed directly to the pyramiding 


of holding companies. To permit the erection 
of a six.or seven story financial structure 
upon a foundation so weak that the slightest 
decay or vibration in the supports, or such 
that the transfer of assets from one story to 
another, causes a collapse which reverberates 
around the world seems the purest kind of 
foolishness unless the economic need for the 
structure is urgent. When a system of hold- 
ing companies can become so complicated 
and complex as to assure those in charge— 
and members of their families—of munifi- 
cent salaries from numerous companies; 
when the creator of the structure can dip 
into corporate assets for the payment of in- 
dividual obligations; when he can utilize 
one of the companies to purchase stock from 
his friends at figures well above the market 
quotations; when officials become confused 
as to the companies which they represent; 
and when the average employee is so con- 
fused by the complex nature of the struc- 
ture that he is unable to comprehend the 
significance of instructions given to him by 
superiors which are clearly illegal, it is time 
to suggest the desirability of a zoning ordi- 
nance prohibiting the construction of build- 
ings more than one story high in the holding 
company area. Several distinct advantages 
would accrue from legislation which forbids 
a holding company from holding stock in 
another holding company. 

To begin with, it costs more to build and 
maintain a six story structure than it does 
to erect a single story bungalow with the 
same ground-floor space. Incorporation ex- 
pense, administrative expenses, taxes, with 
the exception of income taxes, and numer- 
ous other items mount up almost directly 
in proportion to the number of holding 
companies involved in the financial struc- 
ture. A six story structure means six issues 
of stock or bonds where one might suffice; 
six presidents’ salaries where only one is re- 
quired; and six sets of books where one 
would meet the needs. The more complicated 
structure is certain to be more costly to 
build and more expensive to operate than 
the simpler device. 

In addition to being more expensive, the 
complex structure is also more dangerous 
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from the viewpoint of the average investor. 
The farther that bonds or preferred stock 
are removed from the ground floor, the 
thinner grows their equity in the property or 
profits of the operating companies which sus- 
tain and support them. A small fluctuation 
in the earnings of the operating companies 
may wipe out entirely the fourth, fifth and 
sixth floors of our complex structure, whereas 
it takes a violent fluctuation to affect seri- 
ously the securities of a soundly financed 
one story structure. Witness as evidence the 
position of the American Telephone and 
Telegraph securities in comparison to the 
securities of Insull Investment Securities, 
Inc. The difference in the market value of 
these securities can be attributed in large 
measure to the difference between a simple 
holding company structure and a complex 
pyramided organization. 

The danger to the investor in the apex 
company does not spring entirely from the 
possibility of decreased earnings on the part 
of the operating company. Manipulation and 
the desire of a family to control a vast field 
of economic endeavor seem to go hand in 
hand. By restricting holding companies to 
the purchase of stock in operating com- 
panies, an effective curb is placed upon the 
ambition of any one person or family to 
dominate a large field of business activity. 
Capital under the control of the autocrat can 
not be spread so thinly. Millions do not so 
readily control billions. Simplification of the 
financial structure greatly reduces the possi- 
bility of manipulation. Assets or liabilities 
can not so readily be concealed and trans- 
actions between companies are much easier 
for the accountant to trace when inter- 
company relations are of the simple variety. 
The preparation of a consolidated balance 
sheet or income statement becomes a com- 
paratively simple matter when the holding 
company holds stock only in operating com- 
panies and when those operating companies 
do not hold stock in other operating com- 
panies. Manipulation can be reduced to a 
minimum by the suggested legislation. 

Our study reveals that distinct advantages 
would accrue to society from the enforced 
use of a single story holding company as a 
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means for financing and fusing otherwise 
independent operating units. These ad- 
vantages would result without seriously cur. 
tailing its useful economic functions. A large 
holding company only once removed from 
the operating company may enjoy a credit 
standing equally as good as the apex com- 
pany of a pyramided financial structure, 
Existing organizations demonstrate that it is 
possible to build up a large operating system 
composed of independent companies by the 
use of a single story holding company. Laws 
may not be so easily evaded; family control 
of an economic empire may not be so readily 
attained; and excessive incomes may not be 
assured with such freedom under the simpler 
financial device but in general it may be said 
that all of the useful social qualities which 
are resident in the complex financial institu- 
tion are also resident in the simple single 
story structure. 

Directing attention now to the grievances 
of consumers of utility service arising out of 
the use of the holding company, we find seri- 
ous objections registered to four distinct 
practices followed by many of the holding 
companies. These objections relate to the 
following practices: (1) the purchase of 
operating company stock at greatly inflated 
values; (2) the unscientific grouping of 
plants resulting from the competition for 
control by various holding company sys 
tems; (3) the imposition of unjust burdens 
upon operating companies in the form of 
management fees and similar charges; and 
(4) the borrowing of money from the operat- 
ing companies. As a general panacea for 
these ills it has been suggested in various 
quarters that holding companies—particu- 
larly utility and railway holding companies 
—should be subjected to regulation by the 
same administrative body which regulates 
the operating companies. This question im- 
mediately raises a grave question in consti- 
tutional law; namely, Is a holding company 
so clothed with a public interest as to justify 
regulation? Bearing in mind recent de 
cisions in which packing companies, retail 
gasoline companies and ice companies have 
been held exempt from regulation by the 
Supreme Court of the United States, al 
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affirmative answer to the question is diffi- 
cult to justify. At the same time a practical 
problem also asserts itself. The basic pur- 
pose of regulation is to control the rates 
charged for, and the standards of, a service 
rendered by some quasi-public institution. 
If a holding company renders no distinct 
service to its operating company, what 
service is there to regulate and what rates 
are there to control? Control of accounting 
systems and regulation of security issues is 
usually justified as an aid in the regulation 
of rates and service. At the outset we are 
met by a baffling situation in our attempt 
directly to regulate holding companies. 
There is nothing to regulate. An independent 
study of the abuses complained of reveals 
more effective means for dealing with them 
than the proposal for general regulation of 
holding companies. Let us consider first the 
problem of inflated value. 

That holding companies in their zeal to 
expand in new directions and to find an out- 
let for surplus power often pay inflated and 
fanciful figures for the stock of independent 
companies is not seriously controverted even 
by holding company officials. To procure the 
funds with which to purchase these securi- 
ties, issues of stocks and bonds by the hold- 
ing company are necessarily resorted to. 
Holding company officials have been quick 
to point out that this fact has, or should 
have, no influence upon the rates charge or 
the service rendered by the operating com- 
panies. They contend that these matters are 
established by state commissions after a con- 
sideration of factors in no way related to the 
financing of the holding companies. To the 
superficial observer their reasoning appears 
sound. The rates charged by the local utility 
and the standards of service prescribed for it 
by the commission are controlled by rather 
definite legal principles which in no man- 
her concern themselves with the holding 
company or its financial structure. Although 
this is legally true, rates and service are in- 
fluenced by other factors than the law. No 
One can seriously challenge the assertion 
that both rates and service are indirectly 
influenced by the financial set-up and con- 
dition of the holding company. Voluntary 
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reductions in rates do not come from com- 
panies whose maximum income is required 
to meet the fixed charges of outstanding se- 
curities issued by their parent company; the 
highest standards of service are not likely 
to be found in organizations whose holding 
company requires the conservation of all 
possible resources for the payment of divi- 
dends; and even regulatory commissions are 
prone to overlook excessive rates when a 
reduction means a distinct loss to investors 
in holding company securities. Inflation pre- 
sents a serious problem for the consumer but 
since the legislation proposed for its solution 
is identical with that suggested as a remedy 
for the second objectionable practice, it will 
be outlined after that practice has been con- 
sidered. 

The managements of many holding com- 
panies in order to wedge their way into new 
territory, to extend their influence or to 
check a rival have purchased a controlling 
interest in companies which are not located 
in such a manner as to profit from their re- 
lation to the holding company system. A 
system operating primarily in Illinois and 
Indiana may have isolated plants in Mary- 
land or Virginia. These isolated plants not 
only receive no benefits from the fusion but 
are in this manner denied those operating 
economies which could result from their in- 
clusion in a local system. A reassignment of 
plants to the various systems on a scientific 
basis would result in numerous operating 
economies. To bring about a better economic 
grouping and to eliminate sales of operating 
company stock at greatly inflated values, it 
is suggested that the regulatory commis- 
sions be given greater control over the sale 
of operating company stock to holding com- 
panies. At present only about half of the 
states have invested the commissions with 
any control over the issuance of securities 
of the operating companies and only about 
half of these have strict control, which gives 
to the commission a right to refuse the is- 
suance of stocks or bonds, except for cer- 
tain designated purposes. In this latter group 
will be found the larger industrial states. In 
a few of these states it is provided that a 
holding company may not purchase or hold 
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in excess of ten per centum of the stock in a 
public utility without first obtaining the 
consent of the commission. In other words, 
only a few of the states have attempted 
in any way to regulate the acquisition of 
operating company stock by a holding com- 
pany. These few states bar the acquisition 
of a material interest unless the consent of 
the regulatory commission is first obtained. 

Just what would justify the commission 
in refusing to give its consent in these states 
has been a matter of speculation. In 1928 a 
decision of the Maryland Court of Appeals 
indicated that the commission was bound 
to assent to the sale unless there was a defi- 
nite showing of detriment to the operating 
company or its consumers. In the fall of 1932 
the Supreme Court of Missouri held that the 
commission might withhold its consent un- 
less there was an affirmative showing of 
benefits to the operating company. Under 
the Maryland decision it is not apparent 
what would be considered detrimental to 
the operating company. Unscientific group- 
ing or payment of excessive prices might 
or might not be found detrimental, since 
these are mooted questions in the minds 
of some people. Under the Missouri decision 
the commission would be justified in refusing 
its consent where excessive prices are paid 
for the stock or where the local utility is to 
become part of a system which can offer it 
no operating benefits. Since most of the 
states have no restrictions at all on the pur- 
chase of stock in operating companies by a 
holding company and since rights under 
such legislation as we have are questionable, 
it seems wise to urge the enactment of legis- 
lation such as has been adopted recently in 
New York. First occurs the provision re- 
quiring the assent of the commission to 
holding company purchases. Then the fol- 
lowing provision is inserted : 

“No consent shall be given by the com- 
mission to the acquisition of any stock in 
accordance with this section unless it shall 
have been shown that such acquisition is in 
the public interest.” (Sec. 70, Bk. 47, L932 
Supplement, McKinney’s Consolidated Laws 
of N. Y.) under such legislation responsi- 
bility for inflated values paid for operating 
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company stock and for uneconomic group- 
ing rests with state commissions. Its 

proval, which may be given only when the 
fusion is in the public interest, should al- 
ways be withheld when excessive prices are 
paid or when the wrong system seeks to con- 
trol an operating company. The adoption 
of legislation of this nature in the various 
states would do much toward relieving the 
consumer of the two evils complained of. 

The third complaint lodged against the 
holding company is that it is responsible for 
padding the operating expenses of under. 
lying companies with management fees, engi- 
neering fees, excessive interest, and charges 
for supplies in excess of their value. Since 
these items are reflected in the rates charged 
to the consumer, the latter is thus forced to 
contribute to the profits of the holding com- 
pany. It is contended that these contracts 
are burdensome to the operating company 
and unduly profitable to the holding com- 
pany, or its subsidiary management com- 
pany, because the companies do not deal at 
arm’s length. The board of directors of the 
operating company is in no position to exer- 
cise its independent judgment. It must ae- 
quiesce to the general program of the holding 
company. Because of these facts, the con- 
tract terms are unusually advantageous to 
the holding company. 

These charges were first presented to com- 
missions and courts when the American 
Telephone and Telegraph company was 
charging 43% of the gross revenue of its 
subsidiaries for the use of certain patented 
equipment and for engineering advice which 
was primarily concerned with the program 
for expansion. To the regulatory bodies the 
charges seemed to be both excessive and un- 
scientifically applied, since any increase in 
rates automatically increased the fee with- 
out adding to the service received. To these 
suggestions, it might also have been added 
that any engineering costs should have been 
charged to construction costs as distinct 
from operating expenses. In addition to the 
management or license fee, it was discovered 
that the Western Electric Company—a sub- 
sidiary of the American Telephone and Tele- 
graph Company—was selling supplies to the 
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operating companies. The profits of the 
Western Electric Company appeared ex- 
cessive, thus helping to build up a surplus 
for the parent company. These problems, 
upon presentation to the courts, proved 
difficult of solution. The courts sustained the 
charges unless there was definite evidence 
presented to indicate fraud or bad faith. 
The related company justified its charge by 
evidence that the same charge was made to 
all companies, whether they were subsid- 
jaries or not. Since the parent or manage- 
ment company was not compelled to present 
its records in evidence, it was difficult to es- 
tablish excessive profits from the service 
being rendered. More recently, however, the 
Supreme Court of the United States seems 
to have reversed its former position in 
the case of Smith v. Illinois Bell Telephone 
Company (282 U.S. 138). This case held 
that the state commission was justified in 
asking for the records of the service or re- 
lated company and thus paved the way for 
consideration of the cost of rendering the 
service as a test of the reasonableness of 
management fees. The same test may also 
be applied to determine the reasonableness 
of the price charged for supplies. Thus the 
commission that takes its task seriously is 
in @ position to eliminate many of these 
items from the operating budget for the 
purposes of establishing a rate to be charged 
by the operating company. 

This does not, however, fully protect the 
operating company. It merely prevents the 
payment of such charges from influencing 
the rates charged to consumers. It is still 
possible for the holding company to drain 
the treasury of the operating company 
through the imposition of excessive charges 
of devious kinds. The financial position of 
the operating company may be threatened 
and its credit rating embarrassed by con- 
tinued payments to affiliated companies. To 
avoid this difficulty additional power must 
be given to the regulatory commissions. The 
legal solution will be considered in conjunc- 
tion with the relief proposed to check the 
fourth objectionable practice indulged in 
by the holding company. 

The lending of money by the operating 
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company to the holding company seems to 
reverse the ordinary relation of parent and 
subsidiary. It is customary for the parent to 
extend aid to its children during their growth 
and development but for the child to proffer 
aid to the parent who is handicapped by 
growing pains, especially where such as- 
sistance seriously undermines the health of 
the child, is questionable procedure. Some 
operating companies have had their financial 
standing seriously impaired by reason of 
forced loans to the holding company; the 
financial strength of some operating rail- 
way companies has been used to bolster the 
credit rating of parent companies; and ac- 
cording to newspaper reports from the State 
of Illinois, a holding company has been used 
as a device for borrowing from an insurance 
company so that the funds might be used by 
the family in control in other enterprises. 
The loaning of funds by the operating com- 
pany to the holding company will usually 
prove inimical to the best interests of the 
operating company. Wisconsin has recently 
enacted legislation, which if broadened 
slightly, might easily take care of the situa- 
tion so far as public utilities are concerned. 
After stipulating that no contract for the 
furnishing of managerial, supervisory, engi- 
neering, construction, accounting or other 
services by a related company shall be effec- 
tive until approved by the commission and 
having similarly provided for the purchase 
of property or supplies, the act provided that 
approval shall be given “only if it shall 
clearly be established upon investigation 
that it is reasonable and consistent with the 
public interest.” It is then provided that the 
operating company shall not pay for services 
rendered before approval is secured. This 
legislation, if generally adopted, will elimi- 
nate the drain upon the treasury of the oper- 
ating company caused by excessive charges 
for management services or supplies, pro- 
viding the commission which is appointed or 
elected to conserve the interests of the con- 
sumer fulfills its duties. Management fees, 
the cost of equipment sold or contract price 
of supplies furnished can be collected from 
the operating company only after the con- 
tract which gave rise to them has been 
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scrutinized by the state commission. Any 
contract, which after full investigation seems 
to be inequitable, must be disapproved. This 
act by slight amendment might well take 
care of the matter of loans to the holding 
company. By stipulating that no contract 
shall be entered into and performed by 
either of the parties until approved by the 
commission, the commission rather than a 
picked board of directors would determine 
the contractual relations between the oper- 
ating company and its related companies. 
Loans from the operating company to the 
holding company could be made only when 
sanctioned by the utilities commission. Nego- 
tiations of any kind between subsidiary and 
parent companies which, viewed in the light 
of the public interest, appeared to be detri- 
mental to the best interests of the public 
would be avoided. Even the declaration of 
dividends in such cases might well be passed 
upon by the state commission. By extending 
the powers of the state commissions rather 
than by an attempt to regulate holding com- 


panies directly under some federal agency, 
the practices complained of may be out. 
lawed. In the language of Commissioner 
David E. Lilienthal of Wisconsin: 

“It seems to me important to draw a dis. 
tinction between these two methods. Tp 
assume jurisdiction directly over the holding 
company is a complete innovation. On the 
other hand, regulation of all transactions be 
tween the operating and the holding com. 
pany in any way affecting the public interest 
is simply an extension, and in my judgment 
a logical extension, of powers already vested 
in the state commissions.” 

By imposing a duty upon the state com- 
mission to refuse a request for acquisition 
of a controlling interest in the operating 
company unless there is a definite showing 
of public benefit and by making all inter. 
company contracts subject to the approval 
of the commission, the pernicious practices 
indulged in by holding companies which 
have proven detrimental to consumers may 
be eliminated. 
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PRESERVING THE BENEFITS OF THE 
HOLDING COMPANY 


Paut M. GREEN 


as a company which holds a sub- 
stantial interest in the stock of one 
or more corporations. Organizations have 
been established and are in operation at the 
present time which hold a minority interest 
in some one corporation, their investment 
in this company being a very small part of 
their total assets. This is one extreme. The 
other is the giant corporation, the assets of 
which consist in entirety of the securities of 
other corporations. In the broad sense of the 
term, these are both holding companies and 
there may be found holding companies at 
each stage between these two extremes. 
Many are the terms which writers on the 
subject have created to draw nice distinc- 
tions between the various degrees of security 
holdings. Space does not permit us to ex- 
amine all of these but it may be well to dis- 
tinguish between the pure holding company 
and the so-called “parent”? company. Stu- 
dents of corporation finance generally agree 
that the pure holding company is one which 
owns no physical properties in its own name 
and operates none as an organization. Its 
function is one of holding securities in other 
corporations for the purpose of directing 
their activities. The parent company owns 
both physical properties and securities of 
other corporations. It has a two-fold pur- 
pose, that of operating its producing assets 
and controlling the properties of its subsid- 
iaries through stock voting. In this paper 
the term “holding company”’ will be used to 
designate any corporation which has a con- 
siderable part of its capital in the form of 
holdings in the shares of other corporations. 
No distinction will be made between those 
organizations that operate properties in ad- 
dition to holding stock and those that are of 
the pure holding company type. 
This form of organization appeared in 
18382 when the Baltimore and Ohio Railroad 
Company was given the authority to pur- 
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chase the shares of a branch line.' The re- 
sult was the first “parent’’ company. The 
Commonwealth of Pennsylvania gave its 
permission for the formation of the first pure 
holding company when the Pennsylvania 
Company was organized in 1870 to hold the 
stock of various railroads.’ Later, the tele- 
graph companies were brought together in 
this manner by the Western Union Com- 
pany.’ At first, permission to hold securities 
of other corporations had to arise through a 
special grant but later the states, one after 
another, empowered corporations to own the 
securities of other organizations. Not much 
use was made of the holding company de- 
vice until the failure of the outright union 
and the trust to meet the demands of the 
Federal Government for the retention of 
competition. Temporarily restrained by the 
Northern Securities Case,‘ the holding com- 
pany soon became a much used device for 
corporation consolidation. This movement 
has continued until, at the present time, 
there are holding companies of all sizes and 
kinds. So great has become the power of 
these giant organizations, and so involved 
have become their activities that consider- 
able objection to them has developed. The 
holding company has spread into all forms 
of industry, the manufacturing, the mer- 
cantile, the public utility, the railroad and 
even to the banks and insurance companies. 
To become so generally adopted, the holding 
company form of organization must carry 
many advantages to the interests which are 
desirous of consolidating corporations. 

Some consideration must be given to the 
advantages of the holding company device 
before any attempt will be made to point 
out abuses. The holding company is a means 

1 Robinson, M. H., “The Holding Corporation,” 
Y vol. 18 (February 1919). 

Ibid. 

* Northern Securities Co. vs. United States 198 U. S. 
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of bringing corporations under the same 
management, management being taken to 
mean the interests that hold control by 
means of stock voting. The problem of the 
holding company is inseparable from that of 
consolidation, this form of organization 
being one of the several which may be used 
to join corporations. The problem of con- 
solidation can not be considered since this is 
material for many volumes in itself. If con- 
solidation is not advisable, there should be 
no question concerning the holding com- 
pany. If consolidation is advisable, there 
may remain the question as to the use of the 
holding company device in preference to 
some other method for accomplishing the 
desired result. Some consideration will be 
given to the advantages of the holding 
company over other methods of consolida- 
tion. 

The joining of corporations by the purchase 
of their shares avoids the difficulties which 
often appear in a plan for a transfer of the 
assets from one organization to another. The 
sale of the assets must be ratified by the 
stockholders, often by a two-thirds ma- 
jority. Such a condition allows a minority 
group to exercise considerable power in 
directing the action which the corporation 
will take. It may be that consolidation is de- 
sirable in the opinion of all but the contest- 
ing group of stockholders and that, although 
they constitute the minority interest, they 
are able to effectually block any negotiations 
for the transfer of title to the properties. In 
such cases the stock purchase method may 
be used to advantage. No acceptance is re- 
quired from the stockholders as a class. 
Each one decides for himself and his de- 
cision is final as to the ownership of the num- 
ber of shares which he holds. Majority in- 
terests are enabled to sell their holdings to 
the purchasing corporation without inter- 
ference from the opposing groups. Control 
of the organization is passed to the cor- 
poration as soon as it gains more than half 
of the voting shares. The group opposed to 
such consolidation remains as it was; the 
same number of shares are held, and the 
same number of votes are in its control. The 
activities of the organization may be directed 


by the purchaser through voting the ma. 
jority interests which he now holds. The 
result is that consolidation has been ae 
complished much more quickly and with 
much less difficulty than it could have been 
through sale of the properties; possibly ae- 
complished by the holding company device 
when it could not have been achieved by 
any other method. 

Another advantage of the holding com- 
pany, closely associated with the above, is 
that it permits a gradual consolidation of 
organizations. When union is advisable it is 
not always possible for the sale of the com- 
plete properties to be financed. With this is 
the fact that there is no very successful 
method for selling corporation properties on 
the installment plan. These difficulties may 
be overcome by acquiring an organization 
by the purchase of its shares. The stock may 
be bought in lots of almost any desired 
amount. Gradually the purchasing company 
gains control of the corporation without 
any great readjustment in its policies or its 
financing. The holding company method 
may be employed to advantage in this man- 
ner when all other means of consolidation 
prove worthless. 

The holding company may often prove 4 
fair method for consolidation when unfair- 
ness to some interests would result from the 
use of other methods. Transfer of proper- 
ties calls for the valuation of these proper: 
ties. Some price must be established before 
any sale can take place. The appraisal, or 
valuation, of the properties of two or more 
corporations is far from a simple task. What 
method will be used to determine this valua- 
tion? Many and varied are the ways in which 
the sale price may be established, but each 
must forego the knowledge which any kind 
of a market for the properties would give: 
There is no semblance of a market for the 
assets and liabilities of corporations. Ade 
quate study of the case at hand may result 
in a valuation which is quite fair to all the 
parties concerned. The writer is of the 
opinion that this happens in the minority 
of the cases; that the greater number of cases 
of such valuation for sales purposes result 
in unfairness to some group. 
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Listed shares of a corporation have a 
market value. This market value may not 
reflect the true value of the stock; it may be 
too high or too low; but it is a figure which 
js determined in what is usually considered 
a free market. Any discrepancies which exist 
between the market value and the real value 
of the stock of any one corporation are likely 
to be present in substantially the same 
amount in the figures for the shares of other 
corporations. Errors of this kind are of little 
importance as long as the same errors apply 
to all the groups involved. In the consolida- 
tion of corporations as much, or more, im- 
portance is attached to the relation between 
the payments made to the various groups 
coming into the consolidated enterprise as 
to the amount of such payments. The hold- 
ing company may be employed with more 
fairness to the various interests in such cases. 
The problem is one of engineers’ estimates 
as against the market price of the shares. 

By no means do all consolidations prove 
permanent. Union may not be profitable, 
governmental objections may arise and 
many other factors may develop which 
point toward the separation of consolidated 
organizations. Should such a situation arise 
there may be considerable difficulty in sepa- 
rating the properties which were brought 
under the control of the consolidated or- 
ganization. If outright fusion has taken 
place, with the consequent dissolution of the 
former corporate entities, the management 
faces a nice task in reestablishing the vari- 
ous corporations and distributing the proper- 
ties. This difficulty was apparent in the dis- 
solution of the American Tobacco Company 
and the distribution of its properties to vari- 
ous organizations.’ Such difficulty is not as 
apparent when the holding company or 
other stock control method has been used. 
In such a case the dissolution is accom- 
plished by the exchange of the subsidiary 
stock which is in the treasury of the holding 
company for the outstanding shares of the 
organization to be dissolved. The former 
stockholders of the holding company become 


* Muhse, A. C., “The Disintegration of the Tobacco 
camaation,” Political Science Quarterly, vol. 26, pp. 


stockholders in the subsidiaries and the 
holding company ends its corporate exist- 
ence. A case in point is that of the dissolu- 
tion of the Standard Oil organization which 
had been established by the unified control 
of the voting shares of a number of cor- 
porations.* With the dissolution ordered by 
the courts, the control was passed to the 
former holders of the shares and each of the 
operating corporations became a separate 
entity, distinct from the other formerly as- 
sociated corporations. The recent action 
of the Federal Government in ordering the 
divorce of the Radio Corporation of America 
from the corporations which control it is 
another illustration. Owned by the General 
Electric Company and the Westinghouse 
Electric and Manufacturing Corporation, 
the Radio Corporation will be separated 
from its “‘parents”’ by the distribution of its 
stock to the stockholders of the two electric 
companies.’ It seems that the use of the hold- 
ing company device allows for the dissolu- 
tion of the consolidation much more readily 
than does the outright fusion method. 

The holding company has developed new 
uses in recent years which seem to be bene- 
fits. Many times difficulties arise when a 
corporation undertakes to cross national 
boundaries. Usually there is no legal objec- 
tion to a corporation going into a foreign 
market either to sell its products or to invest 
its funds. However, when attention is di- 
rected toward the activities of some of the 
large American organizations, it becomes 
evident that difficulties arise which are more 
readily overcome by the use of the holding 
company device than by any other method. 
At times it has been advisable for an Ameri- 
can corporation to sell its products in mar- 
kets outside the United States. Attempts to 
introduce such products in foreign markets 
have met opposition from the government 
under which that particular market is oper- 
ated. This has resulted in excessive tariffs 
being placed upon the importation of the 
products in question, largely for the purpose 
of prohibiting the use of the imported com- 


® Seager, H. R., “Recent Trust Decisions,” Political 
Science Quarterly, vol. 26, pp. 581-614. 
7 The New York Times, ber 30, 1982. 
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modity and consequently protecting the 
local producer of such articles. Campaigns 
have been carried on to teach the people 
that they should use the output of their 
nationals and thus protect the industry 
which is given credit for great assistance in 
advancing their economic well-being. With 
opposition of either kind it may become, and 
actually has become, extremely difficult for 
a corporation to attain any degree of suc- 
cess in the introduction of its products into 
such foreign markets. 

There is a tendency on the part of Ameri- 
can corporations to overcome the govern- 
mental objection by investment within the 
country for the purpose of producing the 
commodity within the market instead of 
shipping it in from producing plants with- 
out. This movement has become one of a 
change of policy from the exportation of 
capital goods to one of the exportation of 
capital. In other words, the company ceases 
to ship goods into the country but sends 
funds for the purchase, or the construction, 
of properties to carry on production within 
the national boundaries. This movement is 
one that is very evident when the “foreign 
policy” of some of the large American cor- 
porations is studied.® 

Such action will overcome the govern- 
mental objection but it will not necessarily 
meet the demand for commodities produced 
by nationals. The corporation is a foreign 
one and will be considered as such by the 
people of the country in question. However, 
the producing unit may be given a local char- 
acter if it is put in the control of a corpora- 
tion chartered by the jurisdiction under 
which it is to operate. This will overcome the 
opposition of the buying public and lead 
toward complete acceptance of the organiza- 
tion and its products. This new corporation 
may be controlled by 100% voting stock 
ownership, or by smaller percentage, if this 
is deemed advisable. Such subsidiaries have 
issued preference shares which have been 
sold to nationals who are elected to positions 
in the corporation in order to give the or- 
ganization a local character. 


* E.g. Ford Motor Company. 


In such cases the holding company has had, 
and will continue to have, distinct benefits, 
There may be times when the result is not de. 
sirable but in a great many cases the student 
of the subject will find no cause for criticism, 

There are many more benefits which arise 
from the use of the holding company device, 
Writers on corporation finance have listed 
a great many advantages which need not be 
discussed here. These many desirable fea- 
tures have influenced the rapid growth of 
the number of holding companies as well as 
the size of the various organizations. Cer 
tain abuses have developed which have 
called forth severe criticism. Some of these 
require consideration. 

To the writer one of the greatest difficul- 
ties arises from the difference in the point 
of view taken in regard to the holding com 
pany. At the present time a study of a great 
holding company necessarily brings up the 
question of its subsidiaries. Economics and 
finance consider the holding company and 
its subsidiaries, or the system of companies, 
as “‘one,” while the law and the courts give 
a separate entity to each corporate unit and 
the system becomes “two” or more. Ae 
counting has not decided upon either way as 
yet, sometimes the system is considered as 
consolidated, sometimes as a group of sepa- 
rate companies. More cooperation must de 
velop before the problems of the holding 
company system can be settled. 

One of the very evident facts is that of the 
tendency toward pyramiding. A series of 
holding companies has been established, 
each holding control in the one below it. The 
purpose of this, of course, is to create a sys 
tem by which a relatively small investment 
is able to control a great amount of capital. 
This has been carried on to such an extent 
that many of the systems have become top- 
heavy, and have reached the point where# 
very slight disturbance may cause the down- 
fall of the whole organization. Much com- 
ment has been aroused by this method of 
control. In the last analysis the problem is 
not one peculiar to the holding company 
type of organization. Any corporation may 
accomplish the same result by the issue of 
certain kinds and amounts of securities. 
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Assuming that some securities are sold 
outside the group at interest, each new hold- 
ing company established to aid in the con- 
trol of the system reduces the controlling 
equity, which is the whole purpose of resort- 
ing to this method of control. The more 
holding companies established the smaller 
in proportion the equity becomes and the 
more any trouble will be magnified. The sin- 
gle corporation may be overloaded with 
bonds and preference shares until the con- 
trolling equity is reduced to a very small 
proportion. This results in the same situa- 
tion as that in which the pyramided holding 
company system is found. With the single 
corporation this condition has long been 
recognized as unhealthy but, until of late, 
little attention has been directed to the same 
result which, in the holding company, has 
been attained in a slightly different manner. 

The relation of debt to equity is one to 
which the financial analyst gives close at- 
tention. When the corporate structure shows 
too great debt in relation to the controlling 
equity it is considered cause for alarm. While 
preference shares are not considered as debt 
in all cases their effect upon the ratio tends 
to be the same. Whether this situation arises 
from the unwise issue of securities in the 
single corporation or whether it is the result 
of the application of a series of holding com- 
panies makes little difference. The result is 
one that will increase the effects of any diffi- 
culties which may be encountered, and the 
farther this development has gone the more 
disastrous will be the results. It is unwise 
corporation financing to load the organiza- 
tion with prior claims regardless of the way 
in which this may be done. Chances for 
profit may be increased but the risk increases 
in proportion. 

It is not necessarily true that the pyramid- 
ing of companies will lead to disaster but a 
situation is created which may be subject to 
great difficulties. As long as this procedure is 
legal there is little that can be done by the 
student of finance and the accountant. At- 
tention should be called to the possible re- 
sults but if the management insists on main- 
taining its control in this manner, it can 
only be restricted by legislative measures. 
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The accountant and the financial writer can 
only advise, they cannot force a change. 
Much may be done by an exposition of the 
facts of the situation, that pyramiding of 
companies is only one method of overloading 
a corporate system with debt and preference 
shares. 

The accountant usually holds that de- 
preciation and maintenance policies should 
be established which clearly reflect the facts 
that should be recorded. When a series of 
subsidiaries is under the control of a hold- 
ing company, it is possible for the manage- 
ment to direct that the depreciation and 
maintenance charges be recorded so that the 
final result is one that is advantageous to the 
holding company, even though this fails to 
properly record the facts as they affect the 
subsidiary. Such a problem is one which 
should be solved by the accountants who 
prepare the statements for the companies 
concerned. The accountants must recognize 
that each corporation is a separate legal 
entity and must be honest enough to record 
the facts as they affect that entity. There 
have been other abuses of this nature. At 
times the holding company has organized 
construction or warehousing corporations, 
through which all construction for the 
operating companies has been consum- 
mated. Purchases may be made by the so- 
called “dummy” corporation at one price 
and turned over to the ultimate user at an 
increased figure, thus netting a nice profit to 
the holding company interests. The holding 
company may render to the subsidiaries 
many kinds of services for which it receives a 
remuneration. These payments may be made 
at a reasonable figure or they may be made 
at an inflated one. These and other methods 
may be used by the holding company to in- 
crease its earnings at the expense of the sub- 
sidiary companies. The accountant is in a 
position to correct such abuses if he has full 
knowledge of the entire system with which 
any particular corporation is connected. If 
he is working with the records of one cor- 
poration only, it is unlikely that such full 
knowledge will be available. 

The published statements of a holding 
company should be accompanied by a port- 
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folio of the statements of the subsidiaries. 
Only in this way is it possible to gain an in- 
sight into the true nature of the holding 
company and the system of corporations of 
which it is the top. The publication of con- 
solidated statements will give some informa- 
tion concerning the system, but in any at- 
tempt to learn the nature of the consolidated 
organization it must be remembered that 
the consolidated reports furnish a picture 
which is not entirely true to fact. The proper- 
ties are owned and operated by distinct legal 
entities and the relation of these properties 
to the securities which have been issued 
against them must be studied from the point 
of view of each corporation as well as from 
that of the combined organization. The 
holding company device has the disadvan- 
tage of being forced to recognize these cor- 
porate units. Some organizations have over- 
come this by owning the properties outright 
and operating them as “divisions” which ap- 
pear to be separate corporations, although 
they are not. The illusion is often enhanced 
by the incorporation of nominal sales or- 
ganizations. 

Much can be done by the publication of 
the statements of the various subsidiaries 
with those of the holding companies. In ad- 
dition, consolidated statements would be of 
help, particularly in a study of the degree 
to which the equity has been decreased. 

The holding companies have used many 
kinds of securities to maintain their control. 
Various types of preference shares have been 
issued, as well as many types of common 
stock. Shares with multiple voting privileges 
may be used along with shares that carry 
fractional votes. The student of corpora- 
tions may find much to criticize in such 
methods. While there is little to recommend 
such a policy it must not be charged as one 
of the weaknesses of the holding company. 
The opportunity for the use of these many 
types of securities is just as great in the 
single operating corporation as in the hold- 
ing company. The stockholding corporation, 
particularly in the public utility field, has 
made more use of such methods than has the 
operating corporation. The student of cor- 
poration finance would discourage such ac- 
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tion in all cases. He would oppose it in the 
operating corporation; therefore, he would 
object to it in the holding company. Ther 
would be no difference in the two cases. 

The accountant has a duty in passing upon 
the valuation placed upon the securities 
held by the holding company. He should see 
that they are not carried upon the books at 
inflated figures. No new principles or theories 
need be developed to guide his action in such 
cases. The whole problem of stock divi- 
dends received by the holding company and 
the proper accounting for them must he 
solved. If subsidiary securities are recorded 
at inflated figures and used as a base for 
security issues of the holding company, 
there are likely to be unfavorable results, 
The accountant must see that accepted ac 
counting practice is followed. 

The holding company is often accused of 
directing the activities of the subsidiary to 
the detriment of the minority interests. This 
is possible, and probable, in a great many 
cases. However, this is another abuse that 
must not be charged to the holding company 
device. It seems rather unlikely that the 
holding company, with its majority in the 
voting stock, will act against the best inter- 
ests of the minority group any more than 
would any shareholder with the same amount 
of holdings. It may be that the holding com- 
pany, controlling many subsidiaries, will 
have a more definite plan of advancing its 
own position at the expense of the minority 
than would any other controlling interest. 
It seems that this should not be charged to 
the holding company but to the corporation 
system in general. It may be accomplished 
in any corporation by any majority group. 

These are but a few of the abuses that 
have been charged against the holding com- 
pany. They should be sufficient to show the 
type of problem that must be solved. In 
attempting any solution the accountant and 
the financier must clearly understand what 
they are about. 

The holding company is subject to the 
same economic law as is any operating cor- 
poration. The principles that should govern 
its organization and financing are largely 
the same as those that should be followed i 
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the financing of any organization. The oper- 
ating corporation should have its security 
issues based upon the type of business in 
which it is engaged and the structure of its 
assets. The basis of all holding company 
finance is in the held companies. The finan- 
cial plan of the holding company should be 
a direct result of the methods used in the 
financing of its subsidiaries. From the 
records of present day holding companies it 
appears that this principle has had little 
eflect upon the policies followed. The util- 
ity holding companies in particular have 
taken many steps which the financier should 
not approve. 

Many of the actions of the great holding 
company systems have been condemned as 
resulting from this type of organization. 
Some are direct results of such organization, 
but a great many should not be considered 
as inherent in the holding company plan. 
We should not attempt to correct these 
without a clear understanding of their na- 
ture, an understanding of which the writer 
believes will show that such difficulties may 
be a part of the corporation system in gen- 
eral and not attached to the holding com- 
pany alone. 

It is one thing to point out such abuses and 
dangers; it is quite another to show a remedy 
for them. The accountant should ascertain 
that the records and the statements of the 
corporation, be it holding or operating com- 
pany, state the truth as it should be stated. 
He must be staunch enough in his convic- 
tions to insist upon proper accounting for all 
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transactions even at the price of losing the 
engagement. 

The student of finance has a duty in that 
he must show the results of his research and 
the methods of financing which such study 
would seem to suggest. He must show the 
financial principles involved and must ad- 
vise upon the methods which should be fol- 
lowed. He is not in as strong a position to 
have his suggestions followed as is the ac- 
countant. He cannot force the acceptance 
of his teaching; this must be left for the 
government. 

The problem of governmental control is 
outside the province of this paper, but it 
should be stated that there is little regula- 
tion of the holding company at the present 
time. It may be that the accountant and the 
financier will be forced to resort to govern- 
ment aid in the way of regulation. It seems 
that the granting and supervisory power 
should be coincident with the sphere of ac- 
tion. This would automatically lead toward 
national charters for the great holding com- 
panies. 

In summary: If consolidation is advisa- 
ble, there are certain benefits to be derived 
from the use of the holding company form. 
Abuses have developed which should be 
studied carefully to ascertain their true 
nature. The accountant should insist on 
clear and honest staterments and should have 
the moral courage to maintain his position. 
The student of finance may advise, but 
anything beyond advice must come from 
some governmental authority. 
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ACCOUNTING FOR NO-PAR STOCKS DURING 
THE DEPRESSION 


D. J. HoRNBERGER 


CCOUNTING for no-par stock issues 
A during the years 1930-1932, where 
changes have been made in the 
methods of stating capital stock valuations 
in those years, presents several most inter- 
esting contrasts with the period 1921-1929. 
During the past three years business con- 
ditions have been, for most corporations, 
just the reverse of the period prior to 1929, 
and these reversals in financial conditions 
are being rapidly reflected in the changing 
methods of accounting for no-par issues, 
capital surplus, earned surplus, and related 
accounts. This paper is being written just 
three years after a summary of accounting 
methods used for no par issues was pub- 
lished in the Accounting Review in 1929, and 
present most interesting contrasts with the 
former report and period covered. 

In the period prior to 1929, the par-value 
security was rapidly giving way before the 
newer and so-called advantageous no-par se- 
curity. Properties were being appraised, the 
added value was credited to some surplus 
or no-par stock account, and the sum total 
used as an excuse to make stock split-ups, 
carry stock values at the net worth without 
a differentiation between types or sources, 
and so on. We were in that new era so often 
heard, and now so hard to forget. 

It is most interesting to note the differ- 
ence in the attitudes of corporation officials 
as reflected in the methods of accounting 
for no par issues today and then. Truly, we 
are in a New Era today; but one that no 
one is bragging about. Where in 1928-1929 
corporation valuations went wild in one 
direction, today undoubtedly they are going 
wild in the other. 

Probably one of the most marked and 
interesting trends in the present situation 
is the very rapid change from the use of no- 
par securities to securities of low par. The 
reasons for this tendency, and it is becoming 
more evident every day, are usually two: 


savings for the stockholders in transfer 
taxes, and for the corporation, in annual 
franchise taxes. As business conditions be 
came steadily worse, government revenues 
steadily decreased until the Federal Govern 
ment was finally forced to find new sources 
of revenue, and the 1932 Revenue Act placed 
a stamp tax on the transfer of stocksof 
$.08 per share for no-par stocks, or $.08 per 
$100 value for par issues. Thus, a hundred- 
share certificate (the unit used on the New 
York Exchange for trading purposes) of no- 
par stocks required an $8.00 tax on no-par 
issues, or on $100 par issues, but only $.40 
on a $5.00-par issue. With stock prices at 
lower and lower levels, such a tax becomes 
of increasing comparative importance, and 
the race is now on to change to a low par 
value of $1.00, $3.00, $5.00, $10.00, or $20.00, 
with very few above the latter amount.! 
Not only are these changes of value to the 
stockholders, but also, in most cases, of con- 
siderable value to the corporations, as 
several of the states are still taxing no-par 
stocks on the basis of a $100.00 per value 
stock for franchise purposes. Such a method 
is, of course, a hang-over from the old laws 
on par stocks. When earnings were good and 
stock values comparatively high, both at 
book and market values, most corporations 
paid very little attention to the matter of 
lowering taxes, and hence franchise costs. 
However, the reverse of these conditions is 
now present. Stock values are extremely 
low, earnings are at a minimum, and savings 
from any source are eagerly sought. Hence, 


1 Of forty-one issues which changed from no par to 
par value from April, 1982, to December, 1932, the par 
values used were as follows: 

Par Value 
$ 1.00 
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where a corporation is operating in several 
states, and the laws of these states use 
$100.00 as the value of no-par shares for 
franchise tax purposes, the present tendency 
is to avoid such part of these costs as pos- 
sible through the change of the stock from a 
no-par to a par security. 

The second tendency of the present period 
is the increasing use of low stated values, 
where no-par stocks are still being used re- 
gardless of the tax situation. This tendency 
js again the result of economic and financial 
conditions, and is usually the result of one 
or more of the following factors causing a 
revaluation of asset and capital values: 


1. Desire to write down so-called inflated 
values, in order to be placed in an ad- 
vantageous position for operating profits 
in the future. 

2. Desire to eliminate intangible values from 
the balance sheet. 

8. Desire to bolster a rapidly shrinking sur- 
plus account, or to wipe out a deficit in- 
curred the past few years, in order to 
place the company in a more satisfactory 
financial position for future operations. 


There is a growing feeling on the part of 
corporation officials that capital asset values 
must be written down, that they represent 
highly inflated values, and that in order to 
operate with satisfactory results in the fu- 
ture, fixed charges must be so arranged as to 
reflect as small a part of future costs as pos- 
sible, even at the cost of reducing the capital 
stock accounts. In other words, the sanctity 
of the capital stock accounts as the fixed in- 
vestment of the stockholders is rapidly dis- 
appearing. As a result, a large number of 
corporations are changing from capital stock 
accounts formerly carried at paid-in values, 
or relatively high stated values, to accounts 
of low stated values.? The excess is credited 


* Examples of these may be given as follows: 
Stated Values: Companies: 
$1.00 Austin, Nichols & Co., City Stores 
Company, Curtiss-Wright Corporation, 
General Public Service Corporation, 
and Graham-Paige Motors Corporation. 
Radio Corporation of America. 
American Woolen Company, Arnold 
Constable Corp., Exchange Buffet Cor- 
poration, Simmons Company. 
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to surplus or capital surplus, providing a 
balance against which fixed assets, tangible 
and intangible may be written down; the 
former from 30% to 60% of net book value, 
and the latter to the more and more frequent 
nominal value of $1.00. In a test which was 
made some weeks ago of thirty-four com- 
panies writing down their assets it was found 
that the average write-down was forty-six 
per cent of the net book values.* 

Ancther explanation of the change in the 
method of accounting for no par issues, 
or for lowering the stated value used, is the 
rapid decline or disappearance of earned- 
surplus balances, to the point at which the 
deficit has become so large that several 
periods of profitable operations would be 
necessary to obtain a credit balance, or 
where the credit balance has become so small 
that preference dividends are becoming in 
danger, which in many cases threatens con- 
trol of the management. It is interesting to 
observe the reversing of entries made prior 
to 1929 when earnings were deducted from 
the surplus accounts and added to the 
capital stock accounts; that is, the restora- 
tion of such earned items to free surplus and 
the lowering of stated value of the stock by 
the same amount.‘ Especially is this prac- 
tice true where the change is made because 
of the cumulative dividend features of 
preference issues. Where the corporation has 
made no previous entries transferring sur- 
plus to capital stock, the usual practice is to 
either credit the amount released to free 
surplus, thus leaving a credit balance, or to 
credit the release to some capital surplus 
account and charge deficits and _ losses 
thereto.® This is true not only for operating 


$10.00 Collins & Aikman Corporation, Pure 
Oil Company. 

3 This percentage is not given with an idea of show- 
ing the average write-down of tangible assets by this 
method of using stated values for no-par issues, but 
rather to show the extent to which this practice has 
gone in a number of corporations. 

4 Note the following corporation statements: 

(1) National Cash Register Company 

(2) Liquid Carbonic Corporation 

(3) Packard Motor Car Company 

(4) Western Electric Company 
_ * Burns Brothers, Vanadium Corporation of Amer- 
ica. 
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losses but also where losses on investments 
have been large.*® 

Some companies have even proceeded to 
pay preferred dividends from capital sur- 
plus. One of the best examples of this is 
shown in the statement of the Brunswick- 
Balke-Collender Company, where $218,181 
of preferred dividends were paid in 1931, 
when the company had an earned surplus of 
only $157,334 at December 31, 1930. In 
1931, with an operating loss before adjust- 
ments of $430,472, the company transferred 
$10,439,091 from common stock to capital 
surplus, made over $9,000,000 of adjust- 
ments against the transfer, and paid the 
above dividend.’ Other companies have 
eliminated accumulated dividends through 
a reorganization plan of exchanging stocks, 
and giving additional amounts to the pre- 
ferred holders.® 

A further practice which appears to be 
gaining headway in this period is that of re- 
ducing the valuations of the preferred as well 
as common issues, in which case the pre- 
ferred issue is stated at a low stated value 
but, in most cases, its preference in case of 
dissolution remains unchanged. This is a new 
development apparently in accounting for no 
par issues, and the extent of its develop- 
ment depends on the duration of present 
business difficulties. 

A fourth factor of interest to the ac- 
countant in the practices of the past three 
years is the much greater use of capital sur- 
plus, and its segregation from earned sur- 
plus by many companies. The distinction 
may be exceedingly far-fetched in many in- 
stances, but at least attempts are being made 
in this direction. How fixed assets may be 
written off against a capital surplus or sur- 
plus arising from the revaluation of capital 
stock, rather than from earned surplus is 
rather hard to determine at times, but the 
practice is becoming prevalent. The vogue 

® See the statements of the General Public Service 
Corporation and the Transamerica Corporation. The 
statement of the latter company showing its adjust- 
ments for 1931 is especially instructive. 

7™See Commercial and Financial Chronicle Supple- 
ment, December 2, 1932, p. 50. 

8 See National Cash Register Company and Nor- 


walk Tire and Rubber Company. 
® See the statement of G. R. Kinney Company, 1931. 


today is to charge write-offs of all types to 
a surplus arising from revaluation of stocks; 
prior to 1929 the vogue was to make all such 
deductions from earned surplus. Thinking on 
this subject has even become so warped to- 
day that we are now going back over the 
past ten years and correcting our “grave 
errors” in deducting items as patents, good- 
will, and premiums paid for purchasing se- 
curities, from earned surplus, crediting it 
back to this account, and then deducting 
these errors in judgment or policy from an 
account arising from capital stock revalua- 
tions. 

This, to the author, is a most dishearten- 
ing practice. It reverses much of our so- 
called conservatism in accounting procedure, 
and apparently is giving increasing recogni- 
tion to the principle of expediency that we 
must protect the source of dividends at the 
expense of capital; that corporation execu- 
tives consider dividend possibilities of much 
more importance than the protection of in- 
vestment. Have we not reversed in the past 
three years the principles of former years as 
to the importance of accounting procedure 
in showing facts and expediency? The princi- 
ple of the preservation of investment in the 
capital stock account is surely passing 
through a serious if not fatal period. 

Another trend in the treatment of no-par 
issues consists of the practice of merging 
into one figure capital stock, surplus and 
other net worth items, and, thus destroying 
the significance of the net worth section of 
the balance sheet. The increasing use of 
stated values has apparently thwarted that 
practice which became so popular in 1927- 
1929, and accountants who protested have 
had considerable justification for their atti- 
tude in the light of recent developments. 

The sixth point which the depression has 
brought out stronger than ever, I believe, is 
the fact that now, as never before, valua- 
tions of stock issues and surplus accounts 
mean nothing today unless carefully ana- 
lyzed to an extent hardly dreamed of a 
decade ago. With, first, par value, then the 
change to a net-worth valuation, then to a 
low stated value, then back to a par value 
of only a fraction of the former par, with de- 
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ductions and additions to earned surplus 
and capital surplus, and deductions and ad- 
ditions to capital stock account, the meaning 
of net worth in the corporate set-up is cer- 
tainly much more complicated and will bear 
much more investigation than ever before. 

In summary, then, let me say that the no- 
par stock situation in the light of the de- 
| pression to date has shown: 


1, A tendency away from the use of no-par 
issues and toward the use of low-par 
issues. 

2, A greater and greater use, where no-par 
is used, toward lower stated values for 
valuation purposes. 

8. A possible movement toward low stated 


values for preference stocks as well as 
common stocks. 


. A much greater use of capital surplus 


rather than a general surplus account for 
adjustments. 


. A decided tendency away from net worth 


as of the date of the balance sheet as a 
method of common-stock valuation. 


. A greater need for more and more analy- 


sis of the accounts representing the stock- 
holder’s equity in the individual business. 


. A greater realization that good principles 


in accounting frequently give way to the 
expedients of financial management with 
respect to the proper use of accurate and 
clear statements of fact. 
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THE PRESENT STATUS OF ACCOUNTING 
TEACHING 


Howarp C. GREER 


T ANNUAL GATHERINGS of accounting 
A teachers, it is appropriate that from 
time to time we take stock of our 
situation. It should be the duty of the presi- 
dent of this organization to examine into the 
state of the order and present a report there- 
on. You are the stockholders in this enter- 
prise; I shall attempt to evaluate its recent 
operations and its current position, and to 
throw some light on its most probable future. 
In making such an attempt the reviewer 
may well consider first what is wanted of us 
as accounting teachers, and second how well 
equipped we are, or may become, to meet 
this want. To do this, we must necessarily 
have some clear conception of what our func- 
tion is. It may be helpful if I restate briefly 
the views on that subject which I hold and 
which I believe most of you share. 

The work of teachers of accounting in col- 
leges or universities falls into two broad divi- 
sions. One of our two major responsibilities 
is the training of students—equipping them 
with such knowledge of accounting as will be 
most useful to them in the business world, 
in professional practice, and in all the activi- 
ties of life. The other of our major responsi- 
bilities is the active promotion of research in 
the accounting field—the determination of 
sound principles and practices, the develop- 
ment of adequate standards, and the formu- 
lation of ideals which should guide all those 
engaged in the application of accounting to 
economic and social problems. 

It is my impression that accounting teach- 
ers have given greater recognition to the 
first of these responsibilities than to the sec- 
ond. We have built up a great body of teach- 
ing materials, and have evolved courses of 
training which are extensive in their scope 
and intensive in their method. In this under- 
taking, however, we have been disposed to 
work largely from existing commercial pro- 
cedure and existing public accounting prac- 
tice. We have been imitative in many cases 


where we might well have been constructive; 
we have borrowed many of our principles 
from experience rather than from reasoning, 
This has been natural enough under the cir- 
cumstances existing, but it should hardly be 
commended as a permanent policy for a 
group with our position and responsibilities, 

While I do not wish to dwell on this point, 
I think it only fair to allude to the efforts 
which have been made by some active mem- 
bers of this organization to broaden the 
scope of its activities to include greater at- 
tention to accounting research problems. 
There have been attempts to make this or- 
ganization more research-conscious; there 
have been proposals that its name be changed 
to one indicative of wider interests and pur- 
poses; there have been efforts to bring about 
recognition of its potentialities as an organ- 
ization which could assume leadership in the 
development of principles and standards. 
Progress has been made; greater progress is 
attainable. I urge that every member of this 
organization devote his earnest thought to 
the part which accounting schools and ac- 
counting teachers may play in bringing 
about not only higher standards of instrue- 
tion, but also higher conceptions of principle 
and higher ideals of practice. 

What I have to say this evening, however, 
bears primarily not on the problems of ac- 
counting research, but rather on the imme- 
diate problems of accounting teaching. With 
the rapid and profound changes in our eco- 
nomic and business situation which have 
taken place in the last few years, we have 
naturally become uncertain about all things. 
It is inevitable that our thoughts should turn 
to the probable future of college training in 
general, of training for business in particular, 
and of training in accounting most speci- 
fically. 

Conditions in the fifteen years prior to 
1930 gave rise to a phenomenal growth in 
the teaching of accounting in colleges and 


univ 
scho 
cour: 
these 
In th 
equa 
will t 
cour: 
chan 
of st 
q 
happ 
antic 
near 
shou 
the 
exist 
pia 
be in 
have 
num 
num 
Unive 
We 
Ave 
No. 
We 
No 
Cours 
We 
Ave 
No 
Numt 
We 
No. 
No 
No 
Ne 
Ave 
No 
No. 
*F 
t 
tl 
§ 


Present Status of Accounting Teaching 


universities. There are now hundreds of 
schools and teachers offering accounting 
courses; thousands of students enrolled in 
these courses. Will this situation continue? 
In the next five or ten years will there be an 
equal number of accounting students, and 
will there be an equal demand for accounting 
courses and teachers? Will there be any 
changes in the type of teaching, or the type 
of student, or the type of instruction re- 
quired? 

What evidence can we gain as to what has 
happened so far? What can we reasonably 
anticipate as to the probable changes in the 
near future? Most important of all, what 
should we as teachers prepare to do to meet 
the conditions which are most likely to 
exist? 

Let us consider first what has been taking 
place during the past three. years. It should 
be interesting to us to note the changes which 
have occurred in the number of students, the 
number of courses in accounting, and the 
number of instructors engaged in this work. 
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Where do we stand now as compared with 
where we stood three years ago? 

To obtain some information on this point, 
I wrote to the heads of departments of ac- 
counting in seventeen of the American uni- 
versities where this subject is of outstanding 
importance in the curriculum. These are 
chiefly the large institutions of the country; 
their aggregate enrollment is in the neigh- 
borhood of 200,000 students, and they regu- 
larly employ about 125 instructors in account- 
ing courses. Their experience may not be 
typical of that of all institutions, but it is at 
least a representative cross section of the 
schools in which accounting is an important 
factor. 

The men to whom I wrote were both 
prompt and helpful in replying to my re- 
quest. They were able to furnish complete 
information for the academic years 1929-30, 
1930-31, 1931-32, and partial or estimated 
figures for 1932-33. From these reports I 
have prepared the tabulation which appears 
on an accompanying page. 


REGISTRATIONS AND INSTRUCTION IN ACCOUNTING 
(Summary of reports from 17 American universities) 


Registrations 


University as a Whole: 

Weighted Average Index 

Average of Indiv. Indexes 

No. of Schools Showing Gains over 1929-30 
School of Business: 

Weighted Average Index 

No. of Schools Showing Gains over 1929-30 
Courses in Accounting: 

Weighted Average Index 

Average of Indiv. Indexes 

No. of Schools Showing Gains over 1929-80 


1929-30 1930-31 1981-82 
101 


101 


Instruction in Accounting 


Number of Instructors: 
Weighted Average Index 
No. of Gains from 1929-30 


No. with No Change from 1929-30 
Net Change in No. Instr 
Salary Level§: 
Average of Indiv. Indexes 
No. of Increases over 1929 


* Figures for 1982-38 are partly estimated on basis of registrations for fall term. 


t Includes data for only 9 schools. 
t Includes data for only 12 schools. 


§ Information on salary level furnished by only 12 schools. 
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Since it would be inappropriate to present 
the actual figures or the names of the institu- 
tions, I have reduced the data to index num- 
bers, for which the year 1929-30 serves as 
the base. The experience in more recent years 
is stated in terms of a percentage of the ex- 
perience in 1929-30. To make the compila- 
tion more informative, I have developed for 
several factors both a weighted average in- 
dex (based on total registration, etc.), and a 
simple average of the individual indexes (to 
show a composite of the experience of the 
sehools considered as individual units). 

You will observe from the table that en- 
rollment in the universities as a whole 
showed an increase in 1980-31, but has de- 
clined in the two subsequent years. The de- 
crease in total enrollments was about 8 per 
cent from 1929-30 to 1932-33, though the 
average of the individual experiences is a 
decline of only 6 per cent. A few schools have 
continued to show gains in spite of the gen- 
eral decline. Twelve of the seventeen insti- 
tutions showed increases over 1929-30 in the 
year 1980-31, seven were still ahead in 
1931-32, and three were still ahead in 1932- 
33. Thus the loss of enrollment has not been 
experienced everywhere. 

’ The decline in enrollments has affected the 
schools of business more than the universi- 
ties as a whole. In 1982-33 enrollments in 
the schools of business were only 85 per cent 
of the 1929-30 figure. This was the result of 
big decreases in some of the larger institu- 
tions; seven out of the seventeen schools had 
more enrollments in 1932-38 than three 
years previous. 

Enrollments in courses in accounting have 
decreased less than for the schools of busi- 
ness, but slightly more than for the univer- 
sities as a whole. Again the considerable de- 
cline in some of the large institutions with a 
big percentage of evening school enrollment 
has served to pull the average down. Of the 
individual institutions, six out of seventeen 
have a larger enrollment in accounting this 
year than in 1929-30, and the average of the 
individual decreases for the various schools 
reporting is only 2 per cent. 

How has the number of instructors in ac- 
counting been affected by the changes re- 


ferred to above? In 1930-31 and in 1931-39, 
there were actually more instructors engaged 
than in 1929-30. The current year has 
brought about a change in the opposite 
direction, and there are now 8 per cent fewer 
accounting instructors in these seventeen 
schools than there were three years ago. This 
however, is a net loss of only four in the 
number of instructors. Three schools have 
more instructors than three years ago, six 
have fewer, and eight have the same number 
as in 1929-30. 

In my inquiry I asked a final question 
about changes in the salary level. A few of 
my informants were hesitant about respond- 
ing to this question, but data were supplied 
by twelve of the seventeen schools. The 
average experience of these twelve schools is 
a change of less than 1 per cent in the general 
salary level—at least as it applies to account- 
ing instruction. Five schools have had no 
change in the scale; five have had reductions 
(the greatest being 10 per cent, effective this 
year), and two report an actual increase in 
the scale paid now as compared with that 
paid three years ago. These increases may 
possibly be due to a change in the make-up of 
the instructional staff rather than a change 
in the salary level itself; I cannot be sure on 
this point. 

To those of you familiar with what has 
been taking place in business during these 
past three years, this must be a striking evi- 
dence of the importance which is attached to 
accounting training and the stability with 
which it has been so far maintained in face 
of business difficulties of the most extraor- 
dinary severity. Our “‘volume of business,” 
if we may call it that, has fallen off very 
little——probably not over 10 per cent at the 
outside. Our “‘working forces” have suffered 
virtually no impairment, and our ‘“‘wage 
scale” is practically untouched. 

When we consider that between 1929 and 
1932 industrial production declined by more 
than 50 per cent, employment by at least 
40 per cent, and wage levels by at least 30 
per cent, we have a contrast that must con- 
vince everyone that our work is regarded as 
being of fundamental importance, and that 
our right to a suitable compensation for per- 
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forming it effectively has not yet been ser- 
jously questioned. If we have any apprehen- 
sions as to the immediate future, we can well 
console ourselves with the realization of how 
fortunate we have been in the immediate 
past. 
Inasmuch, however, as it is the future 
rather than the past with which we are most 
concerned, it is appropriate to consider what 
factors there may be to suggest our confi- 
dence or pessimism as to the opportunities 
which lie before us. I should like to suggest 
what seems to me to be the outstanding as- 
pects of the situation, leaving it to you to 
judge whether these are in fact the points of 
greatest significance. 

I can say without hesitation that I am 
wholly confident of the future of accounting 
as an indispensable iastrument in the man- 
agement and direction of human affairs. I 
feel certain also that most. of the important 
influences are toward more accounting train- 
ing for those who are to go into business— 
not necessarily more courses in accounting 
for each student, but more students to re- 
ceive some instruction in accounting sub- 
jects. Let me state briefly why I believe this 
to be true. 

In the first place, we have two powerful 
forces working toward the development and 
extension of education in general. One of 
these is the increasing mechanization of in- 
dustry, setting free increasing amounts of 
human energy formerly required for manual 
labor; the other is the increased complexity 
of the economic order, requiring better 
trained business leaders to cope with the 
delicate and difficult problems of administer- 
ing our system of production and distribu- 
tion in an orderly manner. 

The talk about technological unemploy- 
ment is heard everywhere. If we take a long- 
range point of view, it seems hard to regard 
areduced necessity for labor as anything but 
a favorable condition, whatever may be its 
momentary maladjustments and difficulties. 
If there is less need for human labor to pro- 
duce and distribute the essentials of life, there 
is obviously more time in which human be- 
ings may pursue education and recreation. 
It seems logical to suppose that ultimately 


we shall prolong the period of education for 
our young people—particularly our best 
qualified young people—and cut short the 
period of compulsory employment for our 
older people (through old-age pensions or 
similar devices). 

That there have already been enormous 
strides in this direction is evidenced by the 
tremendous increases in high school and col- 
lege enrollments in the last quarter of a 
century. There is no reason why this increase 
should not go further. I am not suggesting 
that every young person can benefit from a 
“college education” as we now understand 
that term, but I do suggest that more years 
will be given to training and instruction of 
some kind, as there will be not only more 
need for it but more opportunity for it. 
There will be more people seriously and 
scientifically preparing themselves for ca- 
reers in business, and all of them must ulti- 
mately study accounting. Whatever the 
course of events of the next year or two or 
three, I feel confident that this expectation 
will ultimately be realized. 

The second force working for better edu- 
cation in business is the imperative demand 
of business itself. The complexity and deli- 
cacy of our commercial and industrial struc- 
ture is such that the attempt to manage 
business soundly is a severe tax on the abil- 
ities of the best trained and most gifted of 
our business leaders. If our system is to 
function, it must have a more widespread 
application of informed and intelligent man- 
agement. If management is to be informed, 
it must have better accounting; if it is to be 
intelligent, its executives must be better 
trained to interpret and utilize accounting 
information. 

These circumstances place on us a two- 
fold responsibility in the matter of account- 
ing instruction. We must be prepared to 
furnish the specialized training for experts 
in the accounting field which has been the 
backbone of practically all our accounting 
courses. We must also be prepared to supply 
a portion of the general equipment of the 
business man who is not a technical expert 
but who must know enough about account- 
ing to interpret and evaluate it properly. 
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Few of our institutions have yet evolved a 
program of training in which this latter 
function is successfully performed. In the 
main we have developed our course work for 
the preparation of accounting specialists. 
When we have tried to do anything for the 
general business student, it has usually been 
to put him through the initial stages of our 
program of specialist-training. Often we 
have given him merely the rudiments of ac- 
counting technique, without any apprecia- 
tion of important accounting principles or 
significant accounting uses and applications. 
This condition has resulted from the sudden 
and vigorous demand for large numbers of 
men with specialized training which we ex- 
perienced some years ago. We are coming 
rather late to a recognition of the increasing 
need for a knowledge of accounting funda- 
mentals on the part of the business man 
generally. 

From the standpoint of accounting teach- 
ing, this seems to me our most important 
problem—the development of a brief but 
effective program of instruction in the fun- 
damentals of accounting for all those who are 
training themselves for work in the business 
field. I feel that I cannot emphasize too 
strongly the importance of this work, or the 
need for doing it through a procedure differ- 
ent from that which we have utilized up to 
the present time. 

Our present courses in what we call “ele- 
mentary accounting” in most cases do not 
furnish even an approach to the problem. 
We may have to begin again from the be- 
ginning to build up suitable materials and 
procedure for such a course of study. Cer- 
tainly there is no accounting text-book with 
which I am familiar that does not include 
material unsuitable for such a course of 
study, or omit large amounts of material 
which is indispensable to the proper account- 
ing training of the general business student. 

If time permitted, I should like to go into 
detail as to the manner in which I believe 
this problem should be attacked. This, how- 
ever, is not the proper occasion for a discus- 
sion of the technical aspects of the problem. 
I shall merely mention in a sentence or two 
some of the subjects which I believe should 


be presented to students of the sort I have 
mentioned and which are not included in the 
elementary courses with which we are al] 
familiar; also a few of the subjects which 
may well be avoided in a presentation to gen- 
eral business students, no matter how im. 
portant that may be as part of the initial 
instruction of men preparing to become spe- 
cialists in accounting. 

A course for general business students— 
and I am assuming that such students will in 
all probability take no more than one yearof 
work in accounting—should certainly devote 
attention to some of the following topics: (1) 
the fundamentals of double-entry as a prin- 
ciple (rather than a mechanical procedure), 
and the function of accounts as a device for 
classifying and summarizing information of 
broad and fundamental significance to the 
business (as opposed to detailed study of the 
peculiarities of special types of journals, 
ledgers, postings, and bookkeeping in gen- 
eral); (2) the problems of value and income- 
determination as interrelated and interde- 
pendent, with the inclusion of some discus- 
sion of the principles (not the practice) of 
cost accounting as applied to manufacturing 
enterprises; (3) the preparation and inter- 
pretation of financial and operating state- 
ments, including not only the matter of ar- 
rangement, emphasis, proportion, etc., but 
also the significance of intra-statement and 
inter-statement comparisons, ratios, etc.; 
(4) the meaning of the various divisions of 
the ownership-equity section of the balance 
sheet, with particular reference to classes of 
stock, classes of surplus, the influence of 
dividends, capital write-ups and write- 
downs, etc., (5) the fundamentals of account- 
ing for holding companies and subsidiaries, 
including the preparation of consolidated 
statements; (6) the nature and purpose of 
budgets and standards, and the way in which 
they are employed to bring about effective 
control of business operations; (7) the struc- 
ture and functioning of the various sections 
of the accounting department in a large-scale 
business enterprise, including their relation 
to the functions of production, distribution, 
and finance. 

This may look like a complete accounting 
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Present Status of Accounting Teaching 


curriculum condensed into a single course. 
Perhaps it is. Obviously, an instructor in 
such a course could not attempt to do more 
than discuss the principles involved, explain 
the use and significance of the various types 
of data made available, and describe enough 
of the underlying procedure so that the in- 
dividual who will not become a specialist in 
accounting may yet have a viewpoint which 
will enable him to appraise and utilized ac- 
counting facts when he comes into contact 
with them. 

It will be clear that to make possible a 
presentation such as has been suggested we 
should have to omit all reference to many 
technical features of bookeeping which now 
are the principal substance of most elemen- 
tary courses. These subjects, important as 
they may be to the specialist in accounting, 
are non-essential so far as the general busi- 
ness student is concerned. I refer to such 
subjects as the following: (1) special multi- 
column journals and the bookkeeping in- 
volved in handling control accounts and sub- 
sidiary ledgers (the principle of summariza- 
tion is all that the general student need com- 
prehend); (2) the complicated series of ad- 
justments used in bookkeeping for mer- 
chandise accounts where the periodic-ad- 
justment-for-physical inventory method is 
in effect; (3) accounts for “‘notes receivable” 
and “notes payable,” as distinguished from 
other types of receivables and payables; (4) 
detailed consideration of various methods of 
calculating and recording depreciation; (5) 
detailed records for capital stock subscrip- 
tions, and the like; (6) details of bookkeeping 
procedure, such as posting references, ruling 
and balancing accounts, sources and location 
of trial balance errors, adjusting and correct- 
ing entries, and the like; (7) the keeping of 
lengthy practice sets and problems treating 
chiefly the mechanics of bookkeeping pro- 
cedure. 

Such a course as here suggested could well 
be given to all beginning students in account- 
ing. It should acquaint the nonspecialist with 
a practical concept of what accounting is for 
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and how it can be useful to him, and it should 
stimulate and interest the well-qualified 
student to pursue the subject further. 

If I lay stress on the importance of this 
fundamental accounting course for general 
business students, I do not mean to minimize 
the importance of sound and comprehensive 
training for the men we are peparing as ac- 
counting specialists. It is only because I 
think we already do this job well that I am 
not disposed to include it as one of our most 
pressing problems. If we have a problem in 
this connection, it is one of selecting more 
carefully the men who are to be given special- 
ized training rather than of improving on the 
training itself. 

We ought to recognize that not every stu- 
dent is qualified in mentality, temperament, 
and character to assume the responsibilities 
of public accounting practice or other spe- 
cialized accounting work. Our product will 
be in the demand among public accounting 
firms and large-scale business organizations 
only as we give these employers the benefit 
of selection as well as training in preparing 
men for accounting positions in their service. 

As to the present status of accounting in- 
struction then, I think we may say these 
things: that it has not only grown rapidly 
in prosperity, but has withstood well the 
rigors of depression; that our economic order 
and our business and financial structure are 
such as to require increasingly skilled and 
intelligent use of accounting; that the op- 
portunities for education, as well as the need 
for it, should increase rather than diminish 
in the years ahead of us; that we must devote 
our energies to the better preparation of our 
general business students along accounting 
lines; and that in carrying forward our spe- 
cialized training we should make certain that 
we are devoting our time and efforts only to 
those individuals who are qualified to make 
effective use of that training when we have 
provided it for them. If these are the facts, 
then the present status of accounting instruc- 
tion should be an encouragement and inspi- 
ration to all of us. 
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THE ACCOUNTING EXCHANGE 


A PRoBLEM IN INcoME TAXES 


ARGE CLASSES in accounting, the limi- 

i tations of time, working conditions, 
reading assistance, and the other 
pressures of the examination period make a 
problem in accounting which appears to be 
an adequate test of both theory and tech- 
nique of interest to instructors of the sub- 
ject. The following problem which can be 


set up and worked on two standard mimeo- 
graph sheets has been found to be a success. 
ful device. It can be easily and quickly 
graded, and the dispersion of the resulting 
grades correlated very closely to other tests 
and opinions of the calibre of the students 
who attempted its solution. It should be 
added that students were permitted to use 
any reference materials they wished during 
the period of the examination. 


Following is the analysis of the Profit and Loss Account and Surplus Account per books of the Y Corporation for 
the year ending Dec. 31, 1932. It is set up on worksheet form so as to tie in with the income tax form provided. 
Make out the income tax form showing the taxable income you would report, together with Schedule L reconciling 
the return with the books. Certain notes in explanation of the items are given below. 


P & L credits 


Sales, less returns and allow 
Interest on Notes Receivable.............. 
on Corporation bonds... . 
on Municipal bonds 
Dividends on investments from 
Domestic Corporations 
Foreign Corporations 
Profit on Sale of Real Estate............... 
Damages collected on patent infringement suit 


Amount 


Gross Income Schedule 
Amount Line No. 


Schedule L 
Amount Line 


Interest on bonds outstanding 

Additions to reserve for Bad Debts 
for Depreciation 
for Contingencies 


Manufacturing Expense 
Donation, Community Fund 


Balance, P & L (credit) 
Surplus, first of year 


Add: Bad Debt Recovery 
Premium on Sale of Capital Stock 


Deduction Schedule 


2? 


— 


Deut: 
W 
Ar 
Tota 
Surplus, 
Notes: 
U 
(b) C 
(c) Se 
(d) 
(e) R 
(f) Se 
(g) Ix 
(h) B 
— 
$150 ,000 
300 1. Sale: 
2. Cost 
Pi 
1,300 __ 
Total .. 167,900 
P & L Debits Po Schedule L 8. 
Inventory difference (decrease)... : 5 
Salaries. él 
Amortization of discount on bonds. 7 
Total. 1. Net 
2. No 
a 
Total. .. 188,900 
4. Ch 
Total ne .. 140,900 
5. To 
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Deduct: Dividends paid. 
Write-off of Goodwill. 
Amortization of Org. Expenses 


Total debits to Surplus. . 


Surplus, end of the year. . 


Notes: 

(a) Undistributed earnings of subsidiary which makes own income tax return. 

(b) Cost, 1910, $15,000, less depreciation to 1913 to $1,500, book value 1913, $13,500. Depreciation per books, 
1913-1982 based on cost, $10,000. Book value at time of sale $3,500. Sold for $11,500, Book profit 1982, 
$8,000. Appraised value 1918, $27,000. Depreciation on value $20,000 allowable. 

(c) Salaries of stockholding officers $10,000, other salaries $5,000. 

(d) Losses charged to reserve $2,500. Returns have been made according to method of booking followed. 

(e) Rates allowed in previous returns make allowable depreciation $6,000. 

(f) Set aside to provide for drop in value of inventory below market Dec. 31st. This anticipated drop in prices 
occurred. 

(g) Includes $500 paid for new boiler for heating plant,—old boiler cost was part of the cost of plant on which 
depreciation is taken. 

(h) By resolution of directors approved at stockholders meeting. 

(i) Consistent practice to write off $1,000 each year, approved by directors. 


Income Taz Form 


Gross Income Deductions 


. Sales—less returns 
. Cost of Sales 


Inventory 

Purchases 

Mfg. Expense 
Total 


Inventory 


. Gross Profit 


Other gross income 
Interest 

Rents 

Royalties 

Profit on Sale R.E. 
Dividends 

Other Income 


. Total 


. Net Income 
. Non taxable Income 


. Compensation, officers 


. Rent 

. Repairs 

. Interest 

. Taxes 

. Losses: 

. Bad Debts 


. Dividends 
. Depreciation 
. Depletion 


. Other deductions 


. Total 


. Net Income (taxable) 


Total to balance 


Schedule L. 
6. Total line 14. 


7. Net profit per books 


8. Surplus, first of year 


9. Other credits 


. Ch’gs for reserve for bad debts 
. Ch’gs against other reserves 


. Total 


10. Total lines 7-9. 


11. Total line 17. 


12. Surplus end of year 
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13. Unallowable deductions 


Five Basic AccountTinG CoNcEPTs 


Effectiveness in teaching, because of the 
vast amount of material offered in the aver- 
age course in Principles of Accounting, may 
be determined by the approach selected and 
the material emphasized during a period of 
instruction. The importance of this state- 
ment is the reason that efforts are constantly 
made to learn of new methods which may 
in some degree increase the student’s general 
comprehension of the science. In the follow- 
ing paragraphs a skeleton-plan consisting of 
five accounting concepts and detailed ex- 
planation of three aspects of the accounting 
mechanism is presented. 

The proposed plan is made up of three 
parts: the first part consists in sketching in 
the early lectures a general view of the field 
by aid of five basic concepts which, with 
adequate refinements, begins with the ac- 
count and ends with the financial and in- 
come statements. The second part consists of 
intense study of the five following units: 
(1) the account (2) the accounting equation 
(3) the accounting records (4) the accounting 
period and (5) the work sheet. The third 
part, which reviews in a general fashion the 
foregoing, consists of thorough analysis and 
explanation of (1) the accounting equation 
(2) inventories and (3) the adjusting entries 
section of the work sheet. 

During the early lectures when a general 
acquaintance is being established with the 
general nature of the subject, the general 
structure of accounting (with its ultimate 
end of presenting an executive with a finan- 
cial report) may be developed as a complete 
framework or unit by explaining in com- 
monplace terms the component parts of the 
system. At this stage of instruction success 


14. Total line 13. 
15. Dividends 
16. Other items 


17. Total lines 15-16. 


Joun J. Reicuarp 


is encouraged when the range of subject 
matter is restricted. The student at this time 
has been thrust into a new realm of thought 
and repetition—not expansion—will tend to 
familiarize him with the general principles 
of accounting. The general impressions, as 
the course continues, may be clarified by 
stressing certain outstanding characteristics 
of the following concepts: the account, the 
accounting equation, the accounting records, 
the accounting period and the work sheet. 
Accounting is used to enable an entre 
preneur to learn of loss or gain, and this in- 
formation can be procured only by demand- 
ing that the accounting books be a complete, 
accurate and unprejudiced history of the 
business. The unit of accounting history is 
the account. The account in its daily and 
periodic routines gives invaluable service ac- 
cording to (1) a classification in the balance 
sheet (2) its status under circumstances in 
which it may be real, nominal or mixed and 
(3) the existence within it of the accounting 
equation. The spirit of business is to acquire 
with a view to owning or granting an interest 
to another. The general classification of ac 
counts yields to this motive in the following 
two-fold division: the first group may com 
sist of asset accounts and expense accounts 
and the second group may consist of pro 
prietary, liability and income accounts. Em- 
phasis on this classification is justified be 
cause it is a foundation from which may be 
extended the innumerable accounts later to 
be encountered. The second important at- 
tribute of an account deals with its capacity 
as real, nominal or mixed. As is generally 
known, outstanding differences among these 
three attributes are that the real accounts 
tend to be permanent; that the nominal, 
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being solely a means to an end, will ulti- 
mately vanish and that the mixed account 
has in its composition ingredients of both the 
real and nominal accounts. These seemingly 
academic shades of meaning meet a practical 
need in (1) discriminating between the direct 
and indirect methods of determining net 
revenue (2) a detailed theoretic analysis of 
the accounting equation and (3) serving as a 
means to an understanding of the work 
sheet. Lastly, the account is a reproduction 
of the accounting equation, because, as 
Sprague has stated, “An account is a sys- 
tematic statement of financial facts of the 
same or opposite tendencies leading to a 
conclusion.” 

The accounting equation may be called the 
dynamo of the accounting mechanism for 
the reason that all major mental accounting 
operations acquire a momentum after the 
application of this device. The direction in 
which this force is applied is from the ac- 
countant’s chair. This pivotal viewpoint is 
important for the reasons that (1) the full 
significance of seemingly perplexing account 
titles such as Interest, Wages, Rent—may 
be definitely identified by noting the side of 
the T-form—from the accountant’s position 
—of the numerical entry. A second reason is 
that this viewpoint establishes a point of 
fixation from which, at all times, the two 
general financial dimensions of a business 
may be recognized. Other reasons include 
aid given when the accounts of several firms 
are in question and also the distinction be- 
tween the auditor’s approach and the ap- 
proach of the accountant. The second im- 
portant emphasis to be placed upon the ac- 
counting equation, in addition to the direc- 
tion of analysis, stresses the fact that the 
business per se is of no value and the process 
of recording interests in tangibles and in- 
tangibles is continuously an increase to be 
immediately followed by a decrease. 

The accounts are recorded for historical 
purposes in the accounting records—the jour- 
nal and the ledger. The journal is the book of 
first instance, the book of original entry, be- 
cause it contains a chronological classifica- 
tion of various written and oral evidences 
of legal interests and claims—gathered from 


many sources. The ledger, with the account 
as its core, is accepted as the book of final 
entry because the ledger shows in special 
form every external and internal occurrence, 
circumstance and decision relating to the 
salient parts of the history of the business. It 
is because of this inclusive feature of the 
ledger that it is believed that the financial and 
income statements are only of secondary im- 
portance. 

The account, the accounting equation and 
the accounting records erect a structure 
sufficient to enable the accountant to de- 
velop a momentum in the process of tabu- 
lating daily information. Though the history 
of a business continues to flow in the sense 
of a river, yet this attribute of continuity 
must be occasionally interrupted; inter- 
rupted (1) to determine whether a profit has 
been realized and (2) to learn of general 
financial conditions—of the nature of ex- 
penditures, of comparisons with other peri- 
ods. The accounting concept which accom- 
plishes this purpose is the accounting period. 
The function of this concept—to mark 
sharply and clearly the beginning and the 
end of the general accounting procedure!— 
ranks second only to the physical elements, 
the journal and the ledger, because it es- 
tablishes in the mind definite boundaries, 
form and a sense of. completion. 

The accountant’s eye is constantly cast in 
the direction of the financial and income 
statements, and these papers are completed 
with information taken from the ledger and 
supplemental data. The work sheet consisting 
of the trial balance, adjusting entries, the 
adjusted trial balance, the income sheet and 
the balance sheet, is the acceptable means of 
collecting, distributing and analyzing these 
facts. The initial presentation of the work 
sheet, it is believed, should be confined to an 
emphasis of one observation; that is, though 
the work sheet is the source from which cer- 
tain important entries emanate, it fails to be 
@ permanent accounting record—it is only 
a temporary document, it is a means to an 
end. 


1 When income is determined on the accrual basis, 
deferred charges and accrued credits denote change in 
the status of interests because of this concept. 
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The foregoing accounting concepts may be 
presented roughly during the early meetings 
of a class, and as the instruction continues 
its course, each one may be fully elaborated 
upon as it appears in current tri-weekly as- 
signments. In addition to the above pro- 
cedure, which in a casual manner may be 
called an approach, occasions should be an- 
ticipated for detailed explanations and philo- 
sophic treatment of three special phases of 
the subject. The first deals with a minute 
analysis of the accounting equation, the 
second with the term inventory and the 
third with the adjusting entries of the work 
sheet. 

The accounting equation may be resolved 
into its principal elements (1) by making 
substitutions for the four general functions 
of the words debit and credit and (2) by 
special treatment of accounts in their rela- 
tion to debit and credit as first real accounts 
and second as nominal accounts. The sub- 
stitutions proposed are the numeral #1 for a 
debit of an asset; a numeral #2 for the credit 
of an asset; a numeral #8 for the debit of an 
equity or liability, and the numeral #4 for the 
credit of an equity. Accompanying the above 
substitutions are the words increase and de- 
crease which are synonymous to debit and 
credit. These substitutions are clarified in 
the following diagram: 


(Real Accounts) 
Assets Equal Equities and Their Sum is 
Equivalent to Zero 
Additions Subtractions 
(Increase) | (Decrease) | (Increase) | (Decrease) 
plus minus plus minus 
fl #2 #8 


The foregoing diagram is limited to real 
accounts and the equation in its uncom- 
promising application includes also a promi- 
nent group of nominal accounts, namely ex- 
pense and revenue accounts. The expense 
and revenue account (the profit and loss ac- 
count) which is the income sheet section of 
the work sheet actually consists of two ac- 
counts; the first dealing with outlays of 
goods, service, obligations and money for the 
sole purpose of acquiring gross revenue and, 
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second, dealing with the gross revenue such 
as sales, fees, rent, interest. . . . These two 
accounts in their principal roles are com. 
parable to the real equity account and its 
opposing tendency. Because of this simj- 
larity and for the sake of easy identification 
the revenue account may be given the sym. 
bol #4-A and the expense account #84 
These accounts also may be extended—may 
show opposing tendencies. Cases in whic 


extensions may occur are (1) in the recog § 


nition of an error in the amount asked fora 
expense item resulting in the return of money 
to be recorded as an increase in cash anda 
decrease in the current expense account and 
(2) when according to an accountant’ 
choice, sales discount is considered a redue- 
tion from gross sales. These observations ar 
represented in the following diagram: 


(Nominal Accounts) 
Expense and Revenue (Profit and Loss) 


Expense Gross Revenue 
(Increase) | (Decrease) | (Increase) | (Decrease) 
plus minus plus minus 
#8-A 5 6 #4-A 


The philosophic inroad to an understand- 
ing of the term inventory is the distinction 
between real and nominal accounts. The 
inventory account by combining both ele- 
ments becomes a mixed account. The three- 
fold character of this account is shown by 
likening the initial inventory to the amount 
of merchandise in a store room (real) at the 
beginning of the period; the current pur 
chases to the amount added during the 
period (which may become nominal) and to 
the final inventory to the amount remaining 
at the end of the period. In this case the two 
elements are mixed. But the term inventory 
alsoapplies to incorporeal accounts such as 
interest, insurance and wages. In these cases 
the above explanation fails to carry final 
conviction. From another viewpoint the 
function of the term inventory may be com 
sidered in a purely mechanical sense—as & 
medium by which the conclusion of the op 
posing tendency of an account may be e 
tablished. There is another device (the use 


of the ¥ 
count) 
in the 
The tert 
[tis wri 
account 
with a 
other. 
ent ma 
existent 
the bala 
added 
amount 
accoun 
be note 
to bala 
obtainin 
as an 
the wo 
tion of 
going 
that its 
mechar 
and (2 
elemen 
The 
proces: 
deals v 
work s 
ration 
and ea 
section 
of adj 
every 
termi 
by sey 
T-fo D 
positic 
| sions ( 
ration 
vario 
accep 
tion in 
hue, 
Paton. 
Sheet 
* Eq 


= 


t the 
pur- 
the 


ad to 


of the word balance when balancing an ac- 
count) used for this purpose, and, it is be- 
lieved, a comparison of the two may result 
in the recognition of dissimilar fumetions. 
The term balance is broad in its application. 
Itis written beside a temporary figure on the 
secount side of less numerical magnitude 
with a view to causing one side to equal the 
other. The term inventory is used in a differ- 


S ent manner. It is initially used to record 


existent items which must appear later in 
the balance sheet. In the next step a figure is 
added to the final inventory which is an 
amount which will cause both sides of the 
account to balance. This last figure, it is to 
be noted, is not a temporary figure as used 
to balance out an account, but is a cost of 
obtaining gross revenue and will be carried 
as an expense to the income sheet section of 
the work sheet. A differentiating observa- 
tion of the inventory entry—with the fore- 
going comments in mind—would indicate 
that its two distinctive functions are (1) to 
mechanically aid in closing out an account 
and (2) to serve as the guardian of the real 
element of the mixed account. 

The third and last phase of the accounting 
process suggested for special consideration 
deals with the adjusting entries section of the 
work sheet. Careful and painstaking prepa- 
ration of this section will assure accuracy 
and ease in the completion of the remaining 
sections. Within the space allotted for entry 
of adjusting entries the subsequent status of 
every account-title may be immediately de- 
termined.? This end may be accomplished 
by separating entries of either side of the 
T-orm as they are made according to their 
positions in the previously explained expan- 
sions of the accounting equation. This sepa- 
tation may be made by indentation of the 
various entries, in accordance with any plan 
acceptable to the individual instructor.* 


? Classification of items in the adjusting entries sec- 
nue, sundry assets and sundry liabilities is suggested by 
Paton. See Paton, Accounting, p. 441. Further, Goggin 
and Toner in Accounting; Principles and Procedure 

290-A) include both sides of the Profit and 

Loss section under the word nominal and the Balance 
entries under the word real. 

* Equal division of either side of the T-form of the 
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A general survey of the foregoing para- 
graphs based on five general concepts sug- 
gests that a high regard is held for the domi- 
nant characteristics of unity which are pres- 
ent, in varying degrees of importance, in 
every accounting discussion. The justifica- 
tion of this position lies in the facts that (1) 
accounting is exceedingly exacting when 
compared with other exact sciences (2) that 
its sphere of mental activity is minutely 
measured and marked off and (3) any aver- 
age process of analysis must within a reason- 
able time arrive at self-convincing com- 
pletion and finality. In addition and of in- 
creased importance, because of the omni- 
present influence of the accounting equation, 
is the realization that this sense of totality 
which permeates every significant and in- 
significant accounting fact. If these observa- 
tions be true, further consideration may be 
warranted of a method of instruction which 
attempts to encompass the field within five 
major concepts and emphasis upon three 
known difficult aspects. 

D. J. 


OBJECTIVE TESTS IN ACCOUNTING 


In the June 1930 issue of the Review there 
was published a series of short tests in Ac- 
counting theory and practices, which had 
been developed at the University of Min- 
nesota. Somewhat later, in March, 1931, the 
Review carried a series of first-year examina- 
tions which had been given at the University 
of Illinois. 

There is presented herewith two sets of 
examination questions in first-year account- 
ing which have been developed and used at 
Cleveland College of Western Reserve Uni- 
versity. These examination questions are 
again of the objective type, and they may 
be of interest in that they reveal further pos 
sibilities of using this type of test. 


First Set 


Check the statements below which you con- 
sider correct. Confused or erased marks count 
against you. In other words, do not guess. 


adjusting entries section should be avoided because of 
the probability of a student mistaking these dividing 
lines as denoting opposing tendencies. 
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If A, =assets at the beginning of a period; 
l, =claims of outside creditors at the be- 
ginning of a period; 
¢:=proprietorship interest at the begin- 
ning of a period; 
A; =assets at the end of a period; 
l, =claims of outside creditors at the end 
of a period; 
¢: = proprietorship interest at the end of a 
period; 
«=incomes during the period; 
e =expenses during the period; 
AI =additional investments during the pe- 
riod; 
W =withdrawals during the period: 
Then— 
( ) 
) As=h+er. 
—W. 
Arte+W 


. Accounts should ordinarily be arranged in the 


general ledger— 

(. ) In the order in which they are utilized 
in the preparation of the balance sheet 
and of the profit and loss statement. 

) Inalphabetical order. 

( ) In chronological order. 


. The equities shown by the liability column of 


a balance sheet represent ordinarily— 
( ) Rights in specific assets. 

( ) Rights in assets in general. 

( ) Rights against outside creditors. 


. If the opening inventory of a period is under- 


stated, the profits of the period— 
( ) Are also understated. 

Are overstated. 

( ) Are not affected. 


. A balance sheet is intended to show— 


( ) The results of business operations for a 
period. 

( ) The trend of conditions from the begin- 
ning of operations. 

(- ) The financial condition of a business at 
a given time. 


. By double-entry one means— 


( ) The entry of transactions first in the 
journal and then in the ledger. 

( ) The entry of transactions first in a de- 
tailed and then in a summary account. 

(.) The analysis of transactions into their 
debit and credit elements and the entry 
of these elements in the proper accounts. 


7. In modern accounting a debit is— 


(~ ) An entry in the left-hand section of ap 
account. 

( ) Something a business has received. 

( ) The amount a business owes. 


. Assets should be listed in a balance sheet— 


( ) In the order of their importance to the 
business. 

( ) In the order in which they were pur. 
chased. 

() In the order in which they are normally 
converted into cash or in inverse order, 


. The profit and loss statement is intended to 


show— 

( ) The cash receipts and cash disburse. 
ments during a period. 

( -) The incomes and expenses of a period. 

( ) The cash receipts and the expenses of a 
period. 


. Surplus is the account which records in- 


creases in the net worth of— 
( ) A partnership. 
(~) A corporation. 
) Asingle proprietorship. 


. Coal bought for sale by a retail coal business 


A current asset. 

( ) An operating expense. 
) A deferred charge. 


. If the closing inventory of a period is over- 


stated, the profits of the period— 
( -) Are also overstated. 

( ) Are understated. 

( ) Are not affected. 


. In case of bankruptcy the book value of the 


assets of a business is— 

( ) Equal to the amount of the equities o 
claims. 

(.) Less than the amount of the equities or 
claims. 

( ) More than the amount of the equities or 
claims. 


. Furniture owned by a retail dry-goods store 


is— 
) A current asset. 
( ) A deferred charge. 
( ») A fixed asset. 


. Freight inward on merchandise bought for 


sale should be— 
( v) Added to the invoice price of the goods. 
( ) Should be shown as a selling expense. 
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( ) Should be shown as an administrative 
expense. 

16. An increase in proprietorship during a period 

must be ascribed to— 

( ) The profits of the period. 

( ) The additional investments of the pro- 
prietor. 

( .) The profits of the period and the addi- 
tional investments, if any. 


. The working capital of a business is— 
( «) The excess of current assets over current 
liabilities. 
( ) The fixed assets of a business. 
( ) The investment of the proprietor. 


. If the opening inventory of a period is over- 
stated, the profits of the period— 
( ) Are also overstated. 

) Are understated. 
( ) Are not affected. 

. Readily marketable stocks and bonds bought 
by a business as a temporary investment of 
excess cash are— 

( ) A permanent investment. 
( ) A fixed asset. 
(.) A current asset. 

. In a single proprietorship and in a partner- 
ship, the liability of any owner is ordinarily— 
(_ ) Limited to his proprietorship interest in 
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( ) Double the amount of his proprietorship 


interest. 


. The difference between Net Sales and the 


Cost of Goods Sold is known as— 
( ) Net Profit. 
( v) Gross Profit. 


( ) Operating Profit. 


. A bond payable maturing July 31, 1931, 


should on a balance sheet prepared on De- 
cember 31, 1930, be shown as— 

(_ ) A fixed liability. 

( ) A deferred credit. 

(.) Acurrent liability. 


. In present-day accounting a credit is— 


( ) Something that a business has parted 
with. 

(- ) An entry in the right-hand section of an 
account. 

( ) Something that a business owns. 


. The current ratio of a business is— 


( ) The ratio of Sales to Accounts Receiv- 
able. 

( ) The ratio of Fixed Assets to Net Worth. 

( ~) The ratio of Current Assets to Current 
Liabilities. 


. If the closing inventory of a period is under- 


stated, the profits of the period— 
(.) Are also understated. 


) Are overstated. 
) Are not affected. 


the business. ( 
(. ) Without limit. ( 


Seconp SEt 


By means of the account numbers shown in the following chart of accounts, give the debit and 
credit (both account number and amount) for each of the transactions described below. 


lll Cash $51 Purchases 
112 Notes Receivable $5la Purchase Returns and Allowances 
113 Accounts Receivable 
114 Merchandise Inventory 412 Office Salaries 
413 Store Salaries 


121 Delivery Equipment 414 Office Supplies 
122 Furniture and Fixtures 415 Store Supplies 


= ae] me 416 Garage Rent 
417 Insurance 
#11 Notes Payable 418 Taxes 
212 Accounts Payable 419 Postage 
921 Mortgage Payable 420 Printing and Stationery 
1 A, Capital 421 Telephone and Telegraph 


A, Personal Di 
urchase Discoun 


B, Capital 
236 B, Personal Interest Income 


$11 Sales 
Slla Sales Returns and Allowances 


511 
512 


551 
552 


Sales Discounts 
Interest Expense 
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10. 


11. 


12. 


138. 


14. 


15. 
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A contributed $50,000 in cash; B, a building 
worth $40,000 and land worth $10,000. 


. The firm purchased from C on account mer- 


chandise to the amount of $5,000, and from 
D for cash merchandise to the amount of 
$1,000. 


. The firm bought from E furniture and fix- 


tures costing $2,500, and gave as security a 
three-year mortgage on the land and build- 
ing. 


. The firm bought from F delivery equipment 


costing $1,000, and gave its 90-day, 6-per- 
cent note in payment therefor 


. The firm sold to G on account merchandise 


to the amount of $500. 


. The firm paid for garage rent for the month 


$25. 


. The firm sent C its check for $5,000 less two 


per cent in settlement of its account. 


. The firm sold to H for cash merchandise to 


the amount of $750. 


. G settled his account by check for $500 less 


two per cent. 


The firm sold to I on account merchandise 
to the amount of $2,000. 


The firm paid by check its $1,000 note to F, 
together with $15 interest. 


The firm bought on account office supplies 
to the amount of $25 and store supplies to 
the amount of $75. 


The firm paid $500 for an insurance policy 
covering the store and its contents. 


The firm paid $10 to the county clerk for a 
delivery-truck license and $1,000 to the 
county treasurer to cover its real and per- 
sonal property taxes for the year. 


The firm purchased on account circulars and 
letterheads to the amount of $50. 


A and B formed a partnership to engage in the retail dry-goods business, and agreed to share profits 
and losses equally. 


No. 


Debit 


No. 


Credit | 


16. 


18. 


19. 


a. 


o 


>. 


= 
— 

— 
| 


Profits 


6 


7 


20. 


#1. 


22. 


. The firm paid for office salaries $100. 


. The firm purchased stamps to the amount of 
$10 and paid a telephone bill amounting to 
$15. 


. The firm sold to J on account merchandise 
to the amount of $250. 


. I settled his account by giving a check for 
$1,000 and his note for $1,000 plus $15 in- 
terest to maturity. 


The firm paid $200 salary to K for clerking 
in the store. 


J settled his account by giving his check for 
$125 and his 30-day non-interest-bearing 
note for the same amount. 


I returned to the firm for‘ credit to his ac- 
count merchandise to the amount of $150. 


. The firm returned to C for credit to its ac- 


count merchandise to the amount of $75. 


. The firm arranged for a loan from its bank, 


and received $5,900 less 30-days’ discount 
at 6 per cent. 


. A took for personal use $500; B, $250. 
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No, 


Debit 


Credit 


F. W. Grarr 
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CONVENTION REPORT 


American Association of University Instructors in Accounting: Proceedings of 
the Seventeenth Annual Convention, Cincinnati, Ohio, December 28-29, 1932 


HE SEVENTEENTH annual convention of 

the Fmerican Association of University 

Instructors in Accounting was held in the 
Sinton-St. Nicholas Hotel, Cincinnati, Ohio on 
December 28 and 29, 1982, with President H. C. 
Greer presiding. The program was as follows: 


WEDNESDAY, DECEMBER 28, MORNING SESSION 


General Topic: Recent Developments in Ac- 
counting Methods. 

Papers were read by Fred D. Danford, Amer- 
ican Rolling Mill Company; Gordon Battelle; 
B. G. Graham, President, Ohio Society of Certi- 
fied Public Accountants; and R. P. Hackett, 
University of Illinois. Discussion was led by G. L. 
Harris, New York University; R. S. Willcox, 
Ohio State University; and R. D. Haun, Univer- 
sity of Kentucky. 


WEDNESDAY, DECEMBER 28, AFTERNOON SESSION 


General Topic: Problems of Accounting Teach- 
ing. 

Papers were read by L. O. Foster, Western Re- 
serve University; Wyman P. Fiske, Massachu- 
setts Institute of Technology; Howard S. Noble, 
University of California at Los Angeles; Harvey 
G. Meyer, University of Tennessee; R. Emmett 
Taylor, University of Cincinnati; and Willard J. 
Graham, University of Chicago. Discussion was 
led by Ross Ellis, Westminster College; C. L. 
VanSickle, University of Pittsburgh, W. Mason 
Smith, Northwestern University; Chas. J. Row- 
land, Pennsylvania State College; and Geoffrey 
Carmichael, Indiana University. 


THURSDAY, DECEMBER 29, MORNING SESSION 


(Joint Meeting with Teachers of Business Law) 

General Topic: Accounting and Law. 

Papers were read by E. S. Wolaver, University 
of Michigan; E. R. Dillavou, University of IIli- 
nois; Paul M. Green, University of Illinois; and 
Donald J. Hornberger, Ohio Wesleyan Univer- 
sity. 


THURSDAY, DECEMBER 29, AFTERNOON SESSION 

General Topic: Problems of Accounting Re- 
search. 

Papers were read by E. L. Kohler, Editor, The 
Accounting Review; G. A. D. Preinreich, New 
York City; F. H. Elwell, University of Wisconsin; 
H. M. Heckman, University of Georgia; Ralph C. 


Epstein, University of Buffalo; S. H. Nerlove, 
University of Chicago; and James L. Dohr, 
Columbia University. 

The annual dinner was held on Tuesday, De. 
cember 28, at 7:00 p.m. After introductions in 
which each member in turn arose, announced his 
name and his connection, Professor F. W. Wood- 
bridge announced the name of the winner of the 
scroll awarded by Beta Alpha Psi, the national 
accounting fraternity, for the most notable con- 
tribution to accounting literature during the year 
ended April 30, 1982. The scroll was awarded this 
year to Mr. A. P. Richardson, Editor of the Jour- 
nal of Accountancy, for his book ‘“The Ethics of 
a Profession.” 

Following the announcement of the award, Mr. 
J. L. Carey, Secretary of the American Institute 
of Accountants was introduced. Mr. Carey spoke 
briefly. 

Howard C. Greer then delivered the presiden- 
tial address reported elsewhere in this issue of 
The Accounting Review. 

Other reports were given by the Secretary- 
Treasurer, by the auditors, and by the member- 
ship committee. 

At the business meeting held on the afternoon 
of December 29, President Greer reported the 
recommendations of the executive committee. On 
the motion of Professor H. T. Scovill of the Uni- 
versity of Illinois the members of the associaticn 
present at the meeting approved the report to the 
effect that the subscription rates to The Account- 
ing Review and the membership dues be un- 
changed; that Professor David Himmelblau of 
Northwestern University and Professor Henry 
Rand Hatfield of the University of California be 
delegated to represent the association at the In- 
ternational Congress on Accounting to be held in 
London, July 17-24, 1988; and that expenses of 
the Council on Accounting Research, up to 
$100.00, be paid from the association funds. 

The report of the Committees on Resolutions 
was presented and approved. 

The Nominating Committee then placed in 
nomination the following: 

For President, G. H. Newlove, University of 
Texas. 

For First Vice-President, James L. Dohr, Co- 
lumbia University. 

For Second Vice-President, Howard S. Noble, 
University of California. 
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For Third Vice-President, Harvey G. Meyer, 
University of Tennessee. 

For Editor, E. L. Kohler. 

For Secretary-Treasurer, Chas. F. Schlatter, 
University of Illinois. Motion was made and car- 
ried that the nominations be closed and that the 
Secretary be instructed to cast a white ballot for 
the above. 

The incoming president, G. H. Newlove, 
thanked the association for the honor conferred 
upon him. Meeting adjourned. 


REPORT OF THE SECRETARY-TREASURER 


During the year ending December $1, 1982, 
thirty-one new members were admitted and 58 
members withdrew or were dropped for non- 
payment of dues, thus decreasing the total num- 
ber of members from 619 on January 1 to 597 on 
December 31. 

In addition to members 124 students and 197 
others, mostly practicing accountants, subscribed 
tothe AccountiINnG Review, making a total sub- 
scription list of approximately 1000 for the year. 
Exclusive of subscriptions of members, the sub- 
scriptions received in 1982 were 158 less than were 
received in 19381. 

The total income of the year ($3423.45) was 
less by $544.45 than the income ($3967.90) in 
1981. Income from subscriptions of non-members 
decreased nearly $220; from dues $194; from ad- 
vertising $155. Interest on savings increased by 
$24.20. 

The expenses for the year ($3220.68) were less 
than the expenses of 1981 by $519.25. All items 
of expenses, except compensation to the Editor 
of the AccountTinG Review and to the Secretary- 
Treasurer were decreased. 

The net income of 1982 was $202.82 as com- 
pared to $228.02 of 1931, a decrease of but $25.20. 

The balance sheet of the end of the year is 
shown in the report of the auditing committee on 
sfollowing page. 

Cuas. F. ScHLATTER 


Secretary-Treasurer 


REPORT OF THE COMMITTEE ON RESOLUTIONS 

The Committee on Resolutions presented the 
following for adoption: 

“Resolved, that the American Association of 
University Instructors in Accounting hereby ex- 
presses its appreciation: 

“1. To Mr. Howard C. Greer and his official 
family for their successful efforts in furthering the 
work of this association; their successful weather- 
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ing of the financial storms caused by the depres- 
sion is indeed notable. 

“2. To the authors of the stimulating papers 
which have made this meeting successful; special 
thanks are due to Messrs. Danford, Battelle, and 
B. G. Graham, the non-member contributors. 

“3. To our representative on the local commit- 
tee, Professor Geis of the University of Cincin- 
nati. 

“4. To Mr. Eric L. Kohler whose editorial ef- 
forts have raised the Accountine Review until 
it now is the most worthy of all the journals de- 
voted to accounting; Mr. Kohler’s achievements 
rank as the outstanding contribution of the year. 

_ “BE IT FURTHER RESOLVED that the 
American Association of University Instructors 
in Accounting endorses the work of the Joint 
Committee on Income Tax Statistics, and hereby 
authorizes the continued participation of this as- 
sociation in the work of that committee, through 
committee members to be appointed by the Presi- 
dent at his discretion.” 

C. M. 
A. L. Pricxert 
G. H. New.ove, Chairman 


REPORT OF THE AUDITING COMMITTEE 


We have examined the accounts and records of 
the American Association of University Instruc- 
tors in Accounting and we certify, that in our 
opinion, the attached Balance Sheet presents the 
financial condition as of December 28, 1932. 


Perry Mason 
D. S. Bouton 
Ba.ance $1, 1931 
ASSETS 


Building and Loan Association Notes. 1,787. 


Office equipment................... 22.00 

$2 ,427 .36 

LIABILITIES AND NET WORTH 
Accounts Payable, estimated........ $ 765.00 
Unearned subscriptions and dues... . . $55 .75 
Net Worth: 
Balance December 31, 
$1 ,087 .23 


Total liabilities and net worth. . .$2 ,427 .36 
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In the September Rr- 

...» RESEARCH President Greer set 

PROBLEMS... forth some twenty sug- 

gestions for research top- 

ics. These suggestions were grouped by Pro- 

fessor Greer into five broad divisions repre- 

senting the contacts which Accounting 

makes with the outside world. For the pur- 

poses of a recapitulation it may be of inter- 
est to restate these five divisions. 

First was the group of problems centering 
about the machinery of accountancy, pri- 
marily the problems of terminology and 
usage—the accountant’s vehicles of com- 
munication. Because of the conflicting modes 
of expression now in use, a leading objective 
in any comprehensive research project would 
be a clear enunciation of at least the funda- 
mental terms to be employed. With the 
development of uniform terms must come a 
standard usage for these terms, in financial 
statements and elsewhere. 

Second were the problems turning about 
the accountant’s relations with the law. 
Some accountants are still struggling with the 
obscure pronouncements of the courts on 
matters financial. But the courts seem anx- 
ious, not to create precedent for the financial 
world, but to uphold the financial standards 
which accountants have established and to 
look to the accountant as the originator of 
further standards. There are a good many 
evidences of this tendency and several of our 
legal friends have already commented on it 
at length.' This aspect of activities offers a 
fascinating field for research in the account- 
ant’s endeavor to take his full measure of 
responsibility for the new burden which has 
been thrust upon him. Furthermore the 
formulation of financial standards which are 
almost daily finding their way into new laws 


1 For example, A. A. Berle, Jr., and Frederick S. 
Fisher, Jr. in “Elements of the Law of Business Account- 
ing,” Columbia Law Review, April, 1932. 
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or revisions of old laws is of immediate impor 
tance. 

Third were the problems involving the 
formation of financial policies having a social 
rather than a legal aspect. Methods of cor- 
porate reporting to the public, sounder 
schemes for the promotion and financing of 
corporate enterprise, and the development of 
theories of valuation, all being gradually 
evolved from premises resting primarily on 
social considerations, are examples of this 
group. 

Fourth and fifth in order was the develop- 
ment of studies of and techniques for ac 
counting training and the internal manage- 
ment of the profession. These two latter 
groups of problems would naturally be de- 
pendent on the first three, for their solution 
could follow only as the accountant’s respon- 
sibilities to society are recognized and de 
fined. 

The lines of demarcation between these 
various sorts of problems are not sharp. The 
problem of valuation, conceived as a matter 
of gradual development, may, more quickly 
than we may expect, find its way into regu- 
latory laws and new rate decisions. It may 
be necessary to cut short the period of its 
evolution and adopt somewhat arbitrary 
standards in preference to the obviously 
false conceptions of valuation which have 
found their way into the decisions of our 
highest court. 

Again, bases of depreciation offer prob- 
lems of social importance greater than those 
arising from any purely technical considera 
tion that may be given them. Another ex 
ample of this interrelation lies in the impor 
tance of classifying the accountant’s varying 
degrees of responsibilities with his social 
obligations and with comprehensive pr 
grams of instruction. 

These considerations lead to the essaying 
of another grouping of the suggested prob- 
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lems, not with any thought of final disposi- 
tion, but with the hope of throwing further 
light on the various discussions of research 
projects during the past year. Cannot these 
problems be objectified the more clearly by 
thinking of them as social problems and in- 
ternal problems—the one involving the ac- 
countant’s duties to and relations with so- 
ciety; the other, the building up of intra-pro- 
fessional discipline and relationships, the 
maintenance of proper teaching standards, 
and a body of theory which may always be at 
least a few steps ahead of the accountant’s 
immediate liability to society? 

For several years the Editor has been con- 
vinced that both theory and practice have 
been drifting aimlessly and needlessly on 
our uncertain and much disturbed sea of 
economic endeavor. The profession has been 
constantly burdened with new responsibilities 
and with alterations of old responsibilities. 
From the Editor’s earliest acquaintance with 
accountancy, he has been aware, almost 
alone, he has thought, of its social implica- 
tions—implications rooted direct to society 
itself without the intervention of economics, 
sociology or other social sciences; further- 
more, these implications have in his mind 
established accounting as an independent 
science, though necessarily interrelated to 
those just mentioned. The conviction per- 
sists that accountants must face at once the 
direction in which this independence may 
lead them, for it means a formulation of both 
theory and procedure, with society itself as 
the background and the good of society as 
the objective. To some accountants this will 
seem a far cry from the traditional reliance 
of accounting on economics as the founda- 
tion-stone of all theoretical considerations. 

If accountants are not ready to go as far 
a I have just indicated there can be no 
doubt as to the increasing obligations which 
they are already beginning to bear. Not only 
the courts but the stock exchanges and vari- 
ous other financial agencies are looking to 
the accountant as the determiner of financial 
standards for business to follow. The world 
has in a few years become vastly more con- 
scious of accountants, of accounting pro- 
cedure, and of accounting standards, particu- 
larly the lack of accounting standards; and it 
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will not be long before the world will impose 
such standards if accountants themselves are 
unable to take the lead. 

Next year’s research effort might well 
be devoted to the orientation of accountancy 
as a social science. 


Professor 
... SUGGESTIONS FOR Paton, in his 
WRITE-DOWNS. ... paper in the 

December 
Review, and J. M. B. Hoxsey, in a recent 
address to Massachusetts accountants,! offer 
contrasting points of view in appraisal of the 
current tendency to slash plant valuations. 

Reductions in plant values attributable to 
a decline in price levels, and not accompan- 
ied by a loss of utility, are, according to 
Hoxsey, properly chargeable to capital sur- 
plus on the theory that the value has disap- 
peared and that depreciation on the lower 
basis will provide for replacement. He men- 
tions the costs of a competitor having a new 
plant, the assumption apparently being that 
the competitor’s costs would place a business 
with an old plant at a serious disadvantage 
unless a write-off to capital surplus of exces- 
sive values were made. Paton questions the 
validity of most losses in value on the fol- 
lowing grounds: (1) cost of replacement, if 
that measure is employed, would have but 
little significance in connection with property 
manufactured and purchased under the con- 
ditions existing during the depression, and 
(2) the average complex plant, containing so 
many specialized items, would never be 
reproduced in the form in which it exists. 

On extraordinary obsolescence, Hoxsey 
and Paton are more nearly in accord. Both 
recommend the charging to current profit 
and loss of the portion of obsolescence assign- 
able to current period, and the balance, if 
any, which represents an oversight or serious 
underestimate of previous years they would 
charge to earned surplus. 

Loss in utility Hoxsey would provide for 
thus: he would continue to depreciate assets 
of lessened productivity, but for the portion 
of the annual charge-off assignable to idle 
plant he would create a deferred charge ac- 


1Qn February 28, 1933, before the Massachusetts 
Society of Certified Public Accountants. 
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count to be known as “Deferred Deprecia- 
tion Expense” which would be amortized 
during subsequent years of prosperity. Paton 
suggests that the doctrine of making “the 
fat years pay for the lean” is “not a new 
view, but it always receives more emphasis 
during a period of depression.... This 
whole proposition of developing stable sta- 
tistics for business enterprise characterized 
in reality by marked instability is one of the 
most unwholesome attitudes that account- 
ants are called upon to face and combat.” 

With respect to the question of deferred 
depreciation, it is believed that the average 
accountant, if he can be induced to speak his 
mind freely, will agree with Professor Paton. 
Nearly every practicing accountant, how- 
ever, is guilty of so many departures from 
what he is perfectly willing to admit is good 
practice, especially in his certified financial 
statements at December 31, 1932, that he 
would doubtless refrain from public utter- 
ances on the general subject of deferring ex- 
penses never before deferred. Hoxsey’s argu- 
ment, though plausibly put, requires a num- 
ber of logical assumptions: that the particu- 
lar years in which the charge-offs will be made 
can be determined when that time is reached; 
that managements, in fat years, will willingly 
absorb insufficient depreciation charge-offs 
of prior years; that new managements will 
not object to the imposition of such burdens 
on subsequent profits, imposed by their pred- 
ecessors; and that carrying forward losses 
into future periods is a better practice than 
providing, in advance, during the fat years, 
for the lean years that seem inevitably to 
follow—for if Hoxsey prefers the latter doc- 
trine he could not reasonably argue for its 
antithesis, but would be led to conclude that 
the unprovided reserves were in earned sur- 
plus and that today’s excess depreciation 
must therefore seek immediately the same 
repository. It is unimaginable that corporate 
managements would ever consent, in years 
of prosperity to the creation of adequate ex- 
cesses in reserves for the benefit of prospec- 
tive years of depression and it is even less 
imaginable that where new years of prosper- 
ity arise they would be willing to absorb in 
operations losses carried over from earlier 
and forgotten years. 


But what is worse still is the effect that 
Hoxsey’s words will have on corporate man- 
agements. Copies of the address have beep 
widely distributed. If 1932 depreciation ex. 
pense can be carried forward to future years, 
why not the excess costs of a non-productive 
sales organization? Why not, indeed, all 
factory costs which exceed the normal or 
standard? 

Business and its leaders have a preter 
natural fear of statements of profit and loss 
and surplus accounts in the red. Would not 
business be more healthy if it would take the 
losses, if its leaders would face their stock. 
holders with all the facts, and encourage 
accountants to adopt uniform standards for 
financial statements and reports rather than 
coerce them into accepting dubious meas- 
ures for the purpose of “making a showing?” 
Certain it is that Hoxsey’s suggestion does 
not make for candor—that much-to-be- 
desired business asset which has been re 
ceiving of late such careful nurture. 

Neither Paton nor Hoxsey lay much em- 
phasis on the distinction between net profil 
and earned surplus. Both seem to infer that 
losses “‘not properly chargeable to current 
income” belong in earned surplus. But what 
does “properly chargeable” mean? Accord- 
ing to present custom almost anything in the 


way of a debit may be charged either to 


earned surplus or capital surplus. Hundreds 
of annual reports to stockholders have made 
their appearance in the last two months in 
which comparative balance sheets reveal a 
substantial decline in net worth or earned 
surplus, and yet the statement of the year's 
operations close with a figure for net profit 
in excess of dividends, if any, paid out during 
the year. One well-known company has been 
reporting—in terms of “‘earnings”’ per share 
—substantial profits for a series of years; it 
has paid no dividends and yet its earned sur 
plus has been on a steady decline. If “net 
profit” as distinct from “‘net profit from oper 
tions (only)” is to have any meaning at all 
it should signify a net change in earned sur 
plus arising from causes other than divi- 
dends. Paton’s criticisms of “‘stable statis 
tics” can be applied with equal force to net 
profits in the sense of potential earning 
power. 
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BOOK REVIEWS 


The Banking Situation in the United States. (New 
York: National Industrial Conference Board, 
1982. Pp. xiv, 157. $8.00.) 


Under the title, “The Banking Situation in the 
United States” the National Industrial Conference 
Board presents, in four chapters and a summary 
material statistical and analytical, that is essential 
to an understanding of the banking troubles of the 
nation. Here is a book which every banker and stu- 
dent of banking should study with care for it 
brings home to the reader in a most convincing way 
explanations of the present depression and ob- 
stacles to recovery therefrom. A mere review can- 
not do justice to this publication; it is entitled to 
much fuller consideration. However, the more sig- 
nificant results may be brought out here. 

Chapter I, The American Banking System, re- 
veals the fact that 21.9% of all banks had, on June 
90, 1929, capital stock of less than $25,000. Of the 
remaining banks, 21.5% had capital stock of 
$25,000. It is thus made obvious at the start that 
many banks could not afford competent manage- 
ment. Moreover, 20,008 out of 24,909 banks were 
located in towns of 10,000 or less and thus isolated 
from money markets and opportunities for proper 
diversification of assets. Thus one can readily ac- 
cept the finding that 86.5% of all banks failing 
from 1921-29 were state banks and 64% were in the 
south and west. Moreover, 25% of the suspended 
national banks had a capital of $25,000. 

Just as one would expect, small banks are 
found to be high-cost banks and for the failure 
of individual banks specific causes are listed. But 
when banks fail in large numbers one must look 
to more general causes and, therefore finds that 
bank failures, mergers and consolidations, and 
growth of branch banking account for the decline 
in the number of banks. But it is clear that the 
growth of chain and group banking reduced inde- 
pendence without reducing numbers and thus we 
are able to account for the decline of independent 
banks from 80,104 in June, 1921, to 21,787 in June, 
1981, 

With an excellent background of facts afforded 
by Chapter II, “Structural Changes in The Ameri- 
can Banking System,” the way is prepared for 
the excellent discussion in Chapter III, “Changing 
Functions of Banks.” Here it is shown that bank- 
ing practice has changed, affecting adversely loans 
and investments. More and more credit entered the 
processes of production and trade “through opera- 
tions in the securities market, with less and less 
control over their employment residing with the 
banks.” Thus bank liquidity declined and “banks 
grew more dependent on the stability of the secur- 
ity market and on unwavering public confidence.” 
This vulnerability came about through (a) a rela- 
tive decline in commercial loans, (b) a relative 
ierease in loans on securities, (c) a notable rela- 


tive increase in bank loans and investments in real 
estate, and (d) a disinclination on the part of 
banks to hold federal securities. Thus banks, in- 
stead of shaping the economic development of the 
country became victims of that development. 
Now just what factors account for these sig- 
nificant changes in bank assets? There came about 
a gradual elimination of small independent local 
enterprizes; the standards of corporate financing 
changes as the result of hand-to-mouth buying with 
reduced inventories and other practices; corpora- 
tions came to rely less and less upon banks for 
funds, with the tendency to finance themselves out 
of earnings and the proceeds of security issues; 
increasing amount of installment paper, not eligible 
for rediscount found its way into banks. With 
diminished opportunities for lending in other direc- 
tions banks turned to realty loans, thus making 
their assets still more inflexible. These dangerous 
tendencies were greatly facilitated by the growth 
in time relative to demand deposits, the influx of 
gold from abroad, the reduction of holdings of 
vault cash and the increased activity of bank de- 


ts. 

When the pinch came in 1981, the banks, in order 
to increase their liquidity, contracted commercial 
loans because they could not liquidate investments 
without heavy losses. Loans on securities, both to 
customers and for open market, were also cur- 
tailed along with loans on real estate. But the 
pressure for liquidity made it necessary for banks 
to sell many investments on a weak market, thus 
injuring themselves and all private holders of 
securities. This created a vicious circle, for private 
holders sought loans against securities which were 
thus depressed. 

Thus we are brought to the conclusion that “the 
American banking system failed signally in recent 
years.” As for the failure, that may be traced to 
the growing dependence of banks upon the security 
market and to the structural weakness of the in- 
dependent unit banking system. Emergency relief 
measures no matter how excellent, can afford only 
temporary relief because they do not touch these 
basic problems. Because of these basic factors 
“banking today is a quite different business from 
what it is commonly conceived to be.” Hence, we 
are in need of a new type of bank management 
which grasps the changes resulting from “the grow- 
ing interdependence of national economic life.” 
Indeed, “is not the root of the whole matter” to be 
found in the fact that we do not have a banking 
system at all, but rather an aggregate of diverse 
groups and units? 

E. A. Kixcam 
Want and Plenty. Jacob H. Hollander. (New York: 
Houghton, Mifflin Company, 1982. Pp. 69. $1.25.) 


The views of Dr. Hollander are always welcome 
partly because he has command of a fund of ac- 
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cumulated knowledge of economics and partly be- 
cause he writes so well. “Want and Plenty,” though 
a short essay, reflects these qualities and at the 
same time presents a keen analysis of the present 
depression. 

Dr. Hollander holds that the collapse of the 
stock market disclosed unsoundness in the “core 
of American business.” The losses resulting from 
the collapse of the stock market caused credit 
deflation which eventually affected commodity 
prices. In due course falling security and com- 
modity prices endangered. banks which had per- 
mitted “overexpansion, non-liquidity and dubious 
portfolios.” These banks failed and this encouraged 
hoarding which greatly accentuated conditions. 

How did it all start? “An easy credit market, 
pliant banking, mortgage bond ‘guarantees,’ or- 
ganized bond peddling—and” America found her- 
self in possession of newly acquired spending pow- 
er. The aftermath would have been less tragic 
“had the recession of 1927 been of less moderate 
proportion.” At any rate the business pace of 
1928-29 was inevitably “attended by a booming 
security market” and security prices mounted “in 
blind confidence that the growth of the country 
would continuously enlarge the equity and boost 
the price.” Moreover, “corporations threw off the 
restraint of bank borrowing for current needs, to 
engage in the easy process of self-financing.” 

Had there been no World War one might readi- 
ly visualize a depression about this time like the 
general run experienced by the country, but there 
was a war and the intensity of the depression was 
greatly aggravated in consequence. For the war 
brought credit inflation, deflation and again in- 
flation and these provided powerful shocks for the 
industrial system. Indeed, the war is responsible 
for three demoralizing changes in our economic 
life for it “lent the semblance of heightened value 
to production goods that had undergone no ap- 
preciation in ‘intrinsic’ value. It displaced the 
normal profits of business enterprize by the specu- 
lative winnings of price advance. It impaired the 
accustomed consuming power of one social class 
and enlarged in a feverish fashion that of another.” 
On top of these there came “secondary, intensify- 
ing factors of the economic disequilibrium,” spe- 
cifically, (a) the Mischief of Installment Selling; 
(b) the Degradation of Banking, and (c) the 
Perversion of the Stock Exchange. 

As for installment selling, it is held to have 
been “an artificial stimulus to the volume and pace 
of particular forms of industrial activity, throwing 
them out of balance, as to plant and capital, with 
the general scale of production.” Add to this the 
fact that “American banking was sucked into the 
speculative maelstrom as unresisting as any other 
form of business.” Finally, “if a single practicable 
lesson is to be drawn from the cataclysm, it is in 
the direction of the need for regulating pool opera- 
tions on the stock exchanges.” 


Such are the views of a matured and respected 
thinker on economic problems. Clearly and logical. 
ly presented, they constitute an excellent brief 
analysis. Doubtless all the factors included by Dr, 
Hollander will be accepted to a greater or leg 
degree by economists, though one cannot say, as 
yet, to what degree. In due time it will becom 
possible to make statistical analyses from which 
the relative contribution of each factor can be 
measured. But for the present we can only a 
these factors as factors. After all the measurable 
factors have been measured there will remain the 
fact that we are now paying dearly for the lack of 
sound financial traditions. 

E. A. Kincap 


World Economic Survey. A Publication of the Economie 
Intelligence Service of the League of Nations. (Bos 
ton: World Peace Foundation, 1932. Pp. 327. $2.50.) 
The eleven chapters of ““World Recovery Survey” 

are so loaded with vital information that one cannot 

hope to do justice to the publication in a mere review, 

Beginning with “‘A Background of Instability” there is 

presented an inventory of world economic conditions for 

the year ending with July, 1932, which is invaluable to 
one who would have an adequate grasp of present prob- 
lems and possible methods of their solution. 

As for background, it is shown that there was, from 
1918 onward, a growing localization of industry which 
made for instability in international trade. This factor, 
plus the World War, so delayed recovery that, by 1925, 
Europe had barely regained its pre-war level of produce 
tion; even so trade still lagged. In the five years after 
1925, both production and trade gained markedly. But, 
during this period credit was freely extended, much of it 
unwisely. To repay debts a greater international trade 
was essential, but this was hindered and by 1929 an un- 
stable financial structure was revealed. Thus the boom 
had concealed the maladjustments in the basic economic 
structure. Debtor countries sought to build up trade by 
lowering prices, but the fall of priees increased real debts 
while heightened tariff barriers defeated the objective. 
Hence gold had to flow, thus reducing bank reserves, 
contracting credit and forcing many countries off the 
gold standard. The only solution was an expansion of 
world trade but this was obstructed by rigidities within 
the economic structure which kept prices from fune- 
tioning. When the United States became the chief 
creditor nation, its price level was the key to the entire 
situation. Either our price level had to rise or that of 
debtor nations had to fall. So long as loans were made to 
debtor countries or so long as our prices made their er 
port trade profitable payments would balance, for the 
movement of goods would have supported the loans and 
compelled readjustments in internal trade, Unfortu 
nately these readjustments were resisted to the utter 
most. Thus the strain fell upon the only “unregulated 
segment of economic life,” i.e., profits disappeared and 
the international monetary system broke down; the 
burden was too great. 

The gold inflow to settle adverse trade balances was 
not sterilized for member bank credit expanded. The 
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Federal reserve also made greater credit expansion pos- 
sible, the sequence being over-investment in consump- 
tion capital along with inflation of security prices. This 

was aided by the accumulation of foreign short- 
term balances in New York and their withdrawal was a 
factor in the collapse of the stock market. But the chief 
factor was the fact that development of consumption 
industries “finally outran consumer income.” There was 
some recovery in 1980 but this faded out because of the 
break-down of valorization schemes which had sus- 
tained prices of raw materials and the decline in the 
export of capital. Prices in debtor countries fell, in- 
comes there declined, the burden of debt increased, 
taxes had to be increased, markets were depressed while 
production expanded and export surp!us accumulated. 
When the Smoot-Hawley tariff was erected against this 
surplus the burden of debtor states was further in- 
creased. There had been borrowing at long-term and 
proceeds were accumulated at short-term in New York; 
long-term rates were high while short-term were low and 
no capital was available for export. 

Against this unstable background the troubles of the 
Creditanstalt developed as the result of credits extended 
to other Austrian banks which had in turn extended 
loans that could not be paid. The revelation of this 
weak spot developed runs on all who had credits in 
Austria and also on those who had credits with those 
who had credits in Austria ahd so on. British bank loans 
to German creditors were frozen so that London funds 
could not be withdrawn from the continent to meet 
withdrawals from London. Thus on Sept. 21, 1931, the 
Bank of England refused to sell gold and the abandon- 
ment of the gold standard was added to the burdens of 
a world at its lowest economic level. 

Thus the author moves on steadily elaborating and 
fortifying by obvious deductions and statistical data 
the premises outlined above, developing chapters on 
“The course of international trade,” “The balancing of 
accounts,” “Banking and credit policy,” “Wages, un- 
employment and labour conditions,” “The strain on 
public finances,” ‘““The development of commercial 
policy,” and a final chapter on ““The economic situation 
in 1982.” The latter offers no great encouragement, end- 
ing as it does in July of 1932, with international trade 
42% of that for the first four months of 1929. He finds 
the nations of the world in three great groups: (a) 
those on the nominal gold standard and still struggling 
with falling prices; (b) countries off the gold standard 
which have partly checked the fall of prices and (c) 
those actually on the gold standard. Of the latter, the 
United States is foremost and, if its efforts to expand 
credit succeed, deflation both at home and abroad will 
bechecked. Until then recovery rests with the future. 

There is nothing in print that so fully and clearly 
presents the present economic conditions of the critical 
period, 1931-32, and at the same time reveals the work 
that is to be done. The volume is a tribute to the labors 
of Dr. J. B. Condiffe, and invaluable to all students of 
world economic problems. 


E. A. Kincaip 
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Practical Problems of Budgetary Procedure in Business. 
Edwin L. Theiss. (Champaign: College Publishers, 
1982. Pp. 108.) 

This book, as stated in the preface, is prepared es- 
pecially for university students enrolled in budgetary 
and accounting control courses. The book consists of 
sixteen chapters or divisions. At the head of each chap- 
ter is a list of suggested readings, followed usually by a 
few remarks by the author and the questions or prob- 
lems to be solved by the student. 

The first six chapters of the book deal with the his- 
tory, nature, organization and accounting problems, the 
statistical methods used and the economic factors to be 
considered in budgeting. These chapters are followed 
by problems in preparing sales, manufacturing, pur- 
chasing, selling and administrative expense budgets. 
The last five chapters are devoted to the financial 
budget, the master or summary budget, budgetary re- 
ports and the analysis of these reports for purposes of 
control and the fundamental principles of budgetary 
procedure. 

The book evidently has been published for the 
guidance and use of students in the author’s classes. I 
seriously question whether anyone else could take the 
questions and problems presented and work them into 
a syllabus of their own. The student must depend upon 
the instructor’s lectures and the outside readings for the 
material to solve the problems, and it would be difficult 
to prepare a series of lectures without more of a guide 
than is given in the book. 

The author has attempted to present only questions 
and problems of a practical nature and as a whole they 
are well chosen. By the working problems the student 
becomes acquainted with the underlying principles 
which enable him to apply the principles to the actual 
problems that he meets later in budgetary practice. 

Wayne F. Gigs 


Duties of the Junior Accountant. Revised by Alfred B. 
Cipriani. American Institute Publishing Co., Inc., 
New York, 1933. Pp. 170. 

A brief history leading up to the publication of this 
book should prove interesting. Some fifteen years ago a 
series of articles appeared in the Journal of Account- 
ancy under the title ‘““Duties of the Junior Accountant.” 
The authors of these articles, W. B. Reynolds and F. W. 
Thornton, later had them published as a manual to aid 
young men entering the accounting profession. 

Due to many improvements and developments in 
accounting practice it‘was deemed advisable to revise 
and elaborate the original text. The author of the edi- 
tion has prepared a manual of procedure, completely 
rewritten and considerably more comprehensive than 
the original, to which the junior may turn with a good 
deal of assurance. 

In the first two chapters the author defines clearly 
the technical terms used in auditing procedure, and ex- 
plains briefly factors to be considered in the early 
stages of an audit. The make-up of a complete set of 
auditor’s working papers is discussed with emphasis on 
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the apparently trivial points which are often over- 
looked by the inexperienced junior; namely, the proper 
heading of work sheets, the provision of space for com- 
parative figures and adjustments, the preparation of 
separate schedules for each account to be verified, and 
the making of a complete statement of work done, 
properly initialed and dated. 

The author further develops his subject by outlining 
a balance-sheet audit program, stressing only the items 
of importance from the junior’s point of view. Under 
the chapter headed “‘Cash’”’ he prepares a program of 
work to be done in making an audit of the cash ac- 
counts, explaining the importance of each step, and the 
extent of the junior’s responsibility for this phase of the 
work. In a similar manner each of the balance sheet 
items are discussed, always emphasizing the necessity 
of noting on the working papers any apparent dis- 
crepancies to be discussed with the senior in charge. 

Work to be done in completing the job is sum- 
marized briefly by outlining the necessary steps to com- 
plete the report. 

The book serves splendidly as a manual of audit 
procedure for the junior to supplement the average col- 
lege course in auditing, and will also serve to remind the 
senior accountant of the instructions to be given to his 
subordinates. 

S. R. SanpBere 


Modern Foreign Exchange. An Elementary Treatise for 
the Lay Reader. Franklin Escher. (New York: The 
Macmillan Company, 1932. Pp. xi, 228. $2.00.) 


In 1917 Mr. Escher’s “Foreign Exchange Explained” 
was published’ This well-known book of about 180 
rather small pages, plus appendix, has generally been 
considered a very satisfactory statement of the subject 
as it then appeared. Mr. Escher’s new work, which 
made its appearance in 1932, is slightly longer, and 
differs from the earlier in several respects. ‘Foreign 
Exchange Explained” contained several copies of forms 
and documents; in “Modern Foreign Exchange” they 
are conspicuous by their absence. The former dealt at 
greater length with fundamentals and mechanics; the 
latter ties in the happenings of the past 15 years with 
the theory. Anyone who attempts to explain in a short 
book such a complicated subject as foreign exchange 
today sets before himself a difficult goal. Mr. Escher, 
whose style of writing is very happy for such an under- 
taking, has succeeded remarkably well in his exposition. 
However, the reviewer wonders whether the average 
lay reader will be able, unaided, to read the book with 
greatest profit. A reading of “Foreign Exchange Ex- 
plained”’ preliminary to the attack on ““Modern Foreign 
Exchange” would perhaps be worth while, especially so 
in view of the fact that the older book can be read in- 
telligently in a very few hours. The reader who masters 
the material in “Modern Foreign Exchange” will be a 
far wiser citizen as to what the world situation in fi- 
nance is today than he was before, and the understand- 
ing of situations makes for less confusion and more effec- 
tive planning for a better day. 

The chapter headings of “Modern Foreign Ex- 
change” are: 


I. Inter-Country Debits and Credits 
II. The Bill of Exchange 
III. The Rate of Exchange 
IV. Gold, the International Currency 
V. The Interrelation of Exchange Rates 
VI. New York—The American Foreign Exchange 
and Discount Market 
Inter-Government Debts and Claims 
Government Control of Exchange Rates 
. The Gold Standard 
. Principal Monetary Units of the World. 


Artuour W. Hanson 


Laissez Faire and After. O. Fred Boucke. (New York: 
Thomas Y. Crowell Company, 1932. Pp. ix, 342, 
$3.00.) 

Dr. Boucke’s treatment of this timely subject in- 
cludes (a) The Anatomy of Laissez Faire, eight chap- 
ters; (b) Reform in Action, four chapters, and (c) Re- 
form in Thought, five chapters. He points out that the 
social economy of laissez faire has given rise to so many 
perplexing problems since it evolved in the eighteenth 
century that in consequence it has become impractica- 
ble. This situation may be traced to the impact of sci 
ence, reflected in changed technique of production and 
trade, upon established concepts of property and con- 
tract. Since the capitalistic system periodically breaks 
down under the strain thus imposed the question 
naturally arises, “Is there no middle ground between 
public ownership of productive resources and um 
bridled individualism as hitherto expoused?” The at- 
tempt to answer this question results in Part II, while 
Part III goes into philosophical considerations involv- 
ing the soundness of certain accepted economic doc 
trines. In other words, how much of the old economic 
theory must be abandoned? 

The author holds that laissez faire has brought 
about concentration of wealth and periodic unemploy- 
ment and the situation calls for cessation of the ten- 
dency. “‘A precipitate is formed of our thinking...” 
and it finds tangible expression “In modern conditions 
...@ combination of circumstances initiated by men 
..., which has created the gulf between paupers 
plutocrats. But that gulf is chiefly the result of the 
break-down of a competition which assumes some 
measure of equality of competitors, a situation that no 
longer prevails. One having a million is no longer re 
quired to use it, much less in a certain way. Yet the 
market price is a fair price for him and for the poorest 
laborer, though that same price may be the result of 
vested equities—the demand of fixed charges. 

Science has released thousands from agriculture but 
the power of industry to absorb them is confronted with 
the law of increasing costs, for there are limitations to 
large-scale production. Even barring these, the re 
sulting economic structure becomes increasingly rigid 
and unstable with growing menace to workers perform- 
ing secondary and tertiary services. Thus, of the holy 
trinity we worship, laissez faire, science and business, it 
may be said that “its blemishes repel as much as its 
beauties lure.” 
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Distribution has become the dominant problem 
where value depends upon earning power. Where 
wealth is concentrated there also must be concentrated 
the power to give it value and keep the same and to this 
problem the dominant financial institutions are dedi- 
tated, though they themselves are all at the mercy of 
the power of the consumer to continue to buy goods. So 
we are confronted with the contingent character of al- 
most all underlying value and this fact becomes ap- 
palling when it becomes evident that competition has 
been throttled by laissez faire, so that it no longer has 
the power to maintain stability. In other words, com- 
petition is now controlled for the sake of maintaining 
existing values. 

With no automatic correctives fixed assets have been 
expanded by credit, but real income cannot support a 
eapital structure financed out of credit rather than 
savings. This being so, employment may be curtailed in 
some important field so that buying power declines and 
thus depressions become “Laissez Faire itself as ap- 
plied science has directed it.” Of course this depression 
is not the sole product of laissez faire in America for 
there have been foreign factors—vast international 
debts, unbalanced budgets, inflated currencies, over- 
production in primary industries, speculation, growth 
of powerful corporations, decline of legal restraints— 
all these made for a crash of vast proportions. So vast, 
indeed, that mitigation of inequality of wealth and in- 
comes becomes the only sure base of restoration. In 
what other way can the forcing of the social economy 
(in order to maintain existing values fostered by credit) 
be terminated? 

Industrialization has gone so far “that population 
has become overhead,” and this burden can be absorbed 
only when equilibrium is restored and this can come 
only when consumer buying power is able to absorb the 
products of industry. We are, therefore, confronted 
with national planning or increased government con- 
trol at all points where laissez faire is weakest. 

When confronted with the alternatives American 
economic thought is hardly equal to the task, based as 
it is upon the old teachings the essence of which was 
that productivity is to be tested by profits alone. How 
can such a test stand in an economic world where the 
very fundamentals which created laissez faire have been 
destroyed by the institutions which it created? There 
is, of course, nothing to do but revise the major portion 
of economic theory. Thus we are brought to the conclu- 
sion of a volume which reflects wide reading and a vast 
amount of patient reflective thinking. One will look far 
before he will find an analysis of the present economic 
world with more real grasp and penetration of all that 
makes for economic insecurity. No important phase of 
the problem has been overlooked and each has been 
carefully, though often briefly, weighed. However, it is 
a book chiefly valuable to economists for it goes rather 
too deep for the general reader. But for economists it is 
invaluable, stimulating, challenging. To them Dr. 
Boucke has rendered a service for he has carefully 
analyzed the outworn philosophy of laissez faire in a 
scholar’s way and he has appraised the progeny of this 
Philosophy and science. 

E. A. Kincarp 
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Dupont, Albert. Quelques documents et quelques ouvrages 
frangais antérieurs au régne de Louis XIII, avant trait 
a la morale, a la doctrine et 2 la comptabilité com- 
merciales, Paris. Société de Comptabilité de France. 
1981. Pp. 55. 


This monograph is one of a series written by Mon- 
sieur Dupont, an honorary member of the Société de 
Comptabilité de France, dealing with the history of ac- 
counting. The other titles are: (1) Contribution a I’ His- 
toire de la Comptabilité, 1925. (This deals particularly 
with Paciolo.) (2) La Partie double avant Paciolo, 1926. 
(3) Les Successeurs de Paciolo en Italie au XV Ie siécle, 
1927. (4) Formes des Comptes et facons de compter dans 
Pancien temps, 1928. (5) Les Auteurs comptables du 
XVIe siécle dans l Empire Germanique et les Pays-Bas, 
1930. 

Students of accounting are greatly indebted to M. 
Dupont for his diligence in research in this field. In the 
pamphlet now under review, for example, the works 
studied are very rare; their existence has been known to 
few. Their contents, when brought to light and inter- 
preted, must inevitably be of interest and of benefit to 
the accounting profession and to students of economic 
and business history. 

The old French writers to whom M. Dupont has here 
given particular attention are Jean Le Liseur, Pierre de 
Savonne, Martin Fustel and Turquet de Mayerne. 

Jean Le Liseur, sometimes known as Jean de Fri- 
bourg, or as Jean Le Teutonique, a Dominican friar, 
died in his native Fribourg in 1814. He wrote, among 
other works, a treatise entitled Somme des Confesseurs, 
from which was taken nearly two centuries later the 
Régle des Marchands. This was printed in 1496 at Prov- 
ins, in the Middle Ages a seat of one of the famous fairs 
of Champagne. The title page states that the work had 
been “newly translated from Latin into French.” The 
name of the “translator” is not known. M. Dupont 
thinks he was probably a member of the Dominican 
order. That he did not literally translate from the Latin 
of Jean Le Liseur is evidenced by his style. He used such 
expressions as “Jean Le Liseur says that....” Of 
thirty-eight topics discussed, in question and answer 
form, thirty dealt with usury, the all important prob- 
lem of business ethics of the period. 

Savonne, a native of Avignon but a Lyonnais by 
adoption, is considered by M. Dupont to be to Lyon 
what Paciolo is to Venice. His book, La Tenue des livres 
en partie double, published first (1567) in Antwerp and 
afterward (1581) in Lyon, was distinctly Lyonnais in its 
treatment, “very rich in local particularities.” His 
method of presentation embraced both discussion and 
detailed examples of technical forms and procedure, in- 
cluding such matters as the use of the proprietor’s 
capital and personal accounts, merchandise accounts, 
accounts for business expense and for the expenses of 
the domestic establishment, and the Profit and Loss 
account. He discussed the methods of computing prof- 
its. In the first edition Savonne prescribed the use of 
three books, the memorial, the journal and the ledger. 
In his second edition he still advocated the use of three 
books, but they were not the same books. They were 
the ledger, the sales book and the purchases book. Ap- 
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parently the memorial was assumed to be employed as 
a matter of course and it was not treated as an integral 
part of the accounting structure. The specialized sales 
and purchases books resulted from the splitting up of 
the old journal. Considerable attention was given to 
problems of accounting for exchange operations. In this 
connection M. Dupont gives an account of the famous 
quarterly fairs at Lyon and quotes from Savonne a de- 
scription of the accounting procedure involved in the 
periodic settlements. M. Dupont notes that Savonne 
made reference here to procedure “In the Italian man- 
ner,” and suggests that the meaning intended was not, 
as in the case of other authors, simply “double entry 
bookkeeping.”’ It was, he thinks, the mechanics of the 
quarterly fair settlements at Lyon, where dwelt many 
Italian, principally Florentine, financiers, some of them 
in exile. 

Martin Fustel, a schoolmaster at Paris and a “‘master 
writer,” member of the Corps des Ecrivains, published 
in 1588 his Arithmétique, of which the first part was en- 
titled L’enseignement succinct et familier pour seurement 
tenir livres de comptes. So succinct was the instruction 
that it occupied only three pages. Three additional 
pages contained an exemplary journal record. All six 
pages are photographically reproduced in the mono- 
graph of M. Dupont, who says: “You can well under- 
stand that Fustel, in so few pages, hardly extended him- 
self on considerations of a general order. With him there 
is not, along with accounting, any trace of metaphysics. 
He takes a very simple theme. His journal and his 
ledger translate the [business] operations. Judging with- 
out doubt that example is sufficient, he spares himself 
formulating precept, ...’” Fustel gave attention prin- 
cipally to matters of form. “‘Fustel’s accounting is an 
aceounting by a petty merchant; that of Savonne is an 
accounting of a business man of important affairs.” 

Louis Turquet de Mayerne was the author of notes 
which were edited and published in 1599 under the title 
Traité des Négoces et Traffiques ou Contracts qui se font 
en choses meubles, and the sub-title Reiglement et Ad- 
ministration du Bureau ou Chambre politique des Mar- 
chans. M. Dupont quotes a long but excellent passage 
in which the author of this old treatise sets forth the 
importance of systematic account keeping (whether by 
double entry or otherwise), of authentication and verifi- 
cation of employees’ records by the master or his princi- 
pal factor, of a system of official public inspection of the 
books without undue interference with the personal 
liberty of merchants, and of the use of specialized 
books as a labor saving device. M. Dupont suggests 
that Turquet’s treatise may be regarded as one of the 
origins of the Code Marchand of 1673. He also finds in 
Turquet’s language phrases that suggest a close associ- 
ation of Italy and the city of Lyon in the matter of 
bookkeeping practices, and advances the theory that 
“in France it was at Lyon that the double entry method 
was first established.” 

M. Dupont undertakes to answer the charge that 
attempts at public regulation have in France retarded 
the progress of accounting. He admits that French 
kings attempted “with a tenacity, a continuity and a 
firmness worthy of better success’ to check accounting 
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abuses, but suggests that these efforts of government 
were, until quite recently, restricted to the field of pub. 
lic finance; and that if such a retarding influence were 
to be looked for anywhere it would be in Italy, In 
France, says M. Dupont, such recommendations for 
public control over private records as were made 
Turquet de Mayerne were not heeded. If there hag 
been such a retardation in France, the explanation is to 
be found, according to our author, in a national char 
acteristic which leads individuals to prefer an active 
connection with the profit seeking rather than a passive 
connection with the profit recording functions of enter 
prise, and in the fact that France is a country of small 
rather than large commercial units. 
Sranuey E. Howarp 


Die Betriebswirtschaft. Dr. H. Nicklisch. (Stuttgart: 
C. E. Poeschel, 1982, pp. 767. RM 18.) 

Bilanz der Aktiengesellschaft. Dr. R. Ruth and Dr. K. 
Schmaltz. (Berlin: Franz Vahlen, 1932, pp. 113. RM 
4.) 

Wirtschaftspriifung und Revisionswesen. Special, double 
number of Die Betriebswirtschaft (periodical). (Stutt- 
gart: C. E. Poeschel, 1932, pp. 80. RM 3.30.) 


The first book mentioned above is the seventh edi- 
tion of a standard German text on Business Administra- 
tion. Part III, about 170 pages, is a general discussion 
of accounting. The approach is from the operation and 
management point of view rather than the financial and 
audit side. Emphasis is therefore laid upon accounting 
ideas and the services which accounting can perform 
and not upon bookkeeping and statement methodology. 
The author considers accounting as an instrument by 
means of which the structure of a business enterprise is 
kept understandable and its life movements measured 
and made comprehensible. 

Considerable attention is devoted to cost accounting 
questions: What are costs, interest as a cost, by-product 
costs, influence of fixed and variable costs, etc. Follow- 
ing the section on costs is an unusually good survey 
(60 pages) of the essentials of bookkeeping and the na- 
ture of the basic financial statements. 

The German tendency to view accounting from the 
economic, or managerial, side, is apparent in the au- 
thor’s desire to relate all accounts to either property or 
capital (p. 666). Both assets and expenses are the 
“‘value of services acquired” and hence related to prop- 
erty. Liabilities as well as proprietary investments are 
“capital”; profits are “‘new capital.” 

Our own tendency to view accounting from the legal, 
or proprietorship, side appears in our preferred explana- 
tion of the basic bookkeeping equation as “Assets less 
Liabilities equal Proprietorship.” It is a curious note 
upon the ways of evolution to observe that the Ameri- 
can conception of the balance sheet equation should be 
the one most suited to individual enterprises although 
here corporations do most of the business, whereas the 
German view favors an explanation of the balance sheet 
most natural to a corporation although that form of 
enterprise was slower to develop there. 

A section on the budget and its relation to account- 
ing and one on interval statistics concludes Part III. 
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Parts I and II, which make up a little more than 
three-fourths of the book deal more directly with ad- 
ministration. Part I lays the foundation in the cement 
of economics by considering the nature of value and the 
process of value formation. Part II which constitutes 
the bulk of the book deals with the formation (272 
pages) and operation (68 pages) of the enterprise. Much 
of the material here would be presented by us under the 
heading of Corporate Finance. 

It may be recommended as a good, if long, inter- 
weaving of economic theory, corporation finance, and 
accounting principles. And these, after all, constitute 
the warp and woof of business administration. 


The second item mentioned above is a small hand- 
book giving the legal and business interpretation of the 
new German statutory requirements regarding cor- 
poration statements. The two sections on law (about 
$0 pages) stress the exclusion of secret reserve and the 
need for uniformity of valuation methods. The remain- 
der of the book explains the valuation provisions of the 
law and the requirements regarding uniform financial 
statements. 

A brief outline of the value problems of business 
(production cost, replacement cost, liquidation value, 
lower of cost or market, etc.) is followed by a separate 
consideration of the prescribed valuation methods for 
various types of assets. For example the author writes: 


Neither profits nor losses are taken upon unsold 
assets. In other words, fixed property is not to be valued 
above original cost. Appreciation (Aufwertung) such as 
gained recognition in the United States between 1925- 
1929 is entirely prohibited . . . the original cost of a 
fixed asset is to be considered as an expense which is to 
be apportioned over the assets life span. (P. 42.) 


The stock of goods is to be valued at cost or market 
whichever is lower, and doubtful receivables at their 
probable value. Goodwill may enter the accounts only 
when paid for. “In contrast to American practice self 
determined goodwill may in no case be expressed as an 
asset.”” (P. 48.) 

Besides dealing with valuation methods the law 
states a number of requirements for annual reports and 
financial statements. The reports are expected to sum- 
marize the most important occurrences of the year, in- 
terpret the financial statements, and reveal all inter- 
company relations and stock ownership. The financial 
statements are to be “‘clear and lucid” so as to provide 
“a dependable view of the condition of the business.” 
The authors make clear that this ideal is to be accom- 
plished mainly through a proper classification of the 
items presented; assets are to be sub-classified under the 
headings of fixed and current so as to reveal their suit- 
ability and the items on the right side of the balance 

so arranged as to indicate clearly the various 
sources of capital. 
The authors have taken care to relate good account- 
ing practice to the law where the latter lacks specificness 
and they do not hesitate to criticise the requirements 
where a departure from good practice appears. For ex- 
ample, the required presentation of profit and loss is 
considered unsatisfactory because it does not set forth 
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the material costs or gross sales and does not distinguish 
between net earnings and net income. 

If the reform of corporation laws in the United States 
proceeds to the point of setting up accounting standards 
by statute, such books as this will be particularly valu- 
able to us in the perspective they will give of another's 
experience. 

The third item here reviewed is also related to the 
new corporation law of Germany. Because the statute 
now makes provision for professional auditing the 
auditor and his work is getting a good deal of attention 
along with prescribed accounting methods. 

This publication is a special, double number of one of 
the leading periodicals in business administration. It is 
&@ symposium on auditing by twenty-five university 
professors, accounting practitioners, and governmental 
officials, and is divided into four parts. Part I in eight 
articles, discusses the auditor: his mission, his liability 
under statute, his education and professional exami- 
nation, his freedom to practice, and his professional ex- 
pectations. Part II contains eleven articles on types of 
audits: obligatory balance sheet audits, administrative 
audits, tax audits, bank audits, etc. Part III in six 
articles deals with the professional organizations of 
today and the past. Part IV gives a brief survey of 
auditing instruction in the German schools of business 
administration. 

The impetus which the new corporation law has 
given to professional accounting is clear and the bene- 
ficial influence upon business which should follow is not 
difficult to foresee. 

A. C, LitrLeton 


Wages and Wealth. Roy Dickinson. (Princeton Univer- 

sity Press, 1931. Pp. i-vii; 1-158.) 

This short treatise, sub-titled ““This Business Roller- 
Coaster,” consists of twenty-one brief studies not too 
obviously related. Mr. Dickinson’s style is best illus- 
trated by the titles of some of his chapters: Chapter I 
“Joyfully,” Chapter II “Slowly,” Chapter XI “The 
Bear that Walks Zig-Zag,” Chapter XVIII “Island 
Talk,’’ Chapter XXI “‘Can we Sit on the Bulges?” 

The argument of the book becomes apparent after 
considerable study. The solution of the unemployment 
problem is to guarantee a steady flow of income to the 
workers. The flow of income must not diminish because 
of old-age, necessary technological or seasonal adjust- 
ment, or from any of the risks inherent to labor such 
as sickness and accident. After every depression more 
and more managers of industry recognize this and adopt 
measures such as are typified by the Dennison and the 
Procter and Gamble Companies. We should trust and 
encourage management to assume the responsibilities 
of guaranteeing such a steady flow of income but not by 
any governmental action compel industry to take up 
this burden. In fact we need not be too concerned with 
the problem because of the obvious trend in manage- 
ment to recognize the profitable merits of such responsi- 
bilities. But we can recommend immediate considera- 
tion by management of four proposals, that is, unem- 
ployment insurance, bad-time funds, dismissal wages, 
and old-age pensions. 
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Fora recovery from the present depression Mr. Dick- 
inson recommends a declaration of war on the part of 
the government. “A war against the Mississippi river 
employing all the unemployed in order to empound the 
Father of Waters in a narrow channel with reservoirs for 
the irrigation of Mississippi bottom lands, and to the 
end that “‘the navy, instead of being divided or rushing 
from sea to sea, could cruise quietly up and down the 
new deep, safe, canal.” 

R. C. Fiercuer 


The Abolition of Unemployment. Frank D. Graham. 
(Princeton University Press, 1932. Pp. i-ix; 1-98.) 


Professor Graham argues that the causes of unem- 
ployment are business and not economic. Therefore the 
approach to the problem must entail no break with 
our traditional economic and social institutions. All 
“planned economy” proposals to be effective are in- 
compatible with our democratic institutions and unem- 
ployment insurance is a mere palliative and costly. 
Hence both are summarily rejected. The dismissal is 
not altogether convincing. 

Professor Graham’s method of abolishing unemploy- 
ment is to set up an “Emergency Employment Cor- 
poration” to employ all unemployed workers on a non- 
profit basis and to share in the goods produced. To 
make this exchange feasible labor-certificates redeem- 
able in the produce manufactured by the “Emergency 
Employment Corporation” are to be issued. The com- 
plete details of the organization of such a corporation 
are set forth in Chapter II and subsequent chapters 
dispose of all questions of condition, scope, and objec- 
tions that might be raised regarding the plan. 

Finally in an appendix Professor Graham illustrates 
in miniature the way a “limited and easy application 
of the principle” might be worked out. Through the 
cooperation of a producer and a mail-order house the 
producer could exchange his surplus for certificates of 
credit on the mail-order house and distribute them in 
lieu of wages to the workers. This extended to other 
producers as the trend in consumer’s demand became 
apparent, would reemploy workers in those industries. 

The plan is interesting and worthy of considerably 
more attention than Professor Graham seems willing to 
give to unemployment insurance or planned economy 
proposals. 

R. C. Furrcuer 


Accounting in Law Practice. Willard J. Graham and 
Wilber G. Katz. (Chicago: Callaghan and Company, 
1982. Pp. xiii, 444.) 


The book is divided into an Introduction and seven 
Parts. In Part I, which occupies about one-fourth of the 
volume, the accounting process is described briefly in 
accord with the theory that “The principal value of an 
understanding by the lawyer of accounting principles 
does not consist in an ability to keep books in cases 
such as those just referred to, but rather in the added 
facility which it gives him in the handling of his own 
peculiar tasks.” The chapters in this Part explain The 
Balance Sheet, The Statement of Profit and Loss, The 
Theory of Debit and Credit, Merchandise Accounts and 
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Transactions, The Journal and the Ledger, Adjustments 
at End of Accounting Period, Closing of Expense and 
Income Accounts—The Work Sheet, and Books of 
Original Entry—Controlling Accounts. 

Part II, of about twenty-five pages, deals with 
Partnerships, with chapters on Partners’ Investments~— 
Apportionment of Profits and Losses, Admission and 
Retirement of Partners, and Dissolution and Liquida- 
tion of Partnerships. 

Part III devotes about thirty-five pages to Corpora- 
tions. In it we find chapters on The Issuance of Capital 
Stock—Incorporation of Partnership, Corporate Prof: 
its and Losses—Dividends, Reduction of Stock— 
Treasury Stock—Dissolution, Reserves, Funds and 
Related Reserves. 

A fourth part of about sixty pages is provided for the 
consideration of the Valuation and the Determination 
of Income, with chapters on Current Assets—Invest- 
ments, Fixed Assets—Depreciation, Intangible Assets— 
Liabilities, Determination of Income and Expense, and 
Introduction to Federal Income Tax. 

In Part V we find seventy pages on Financial State- 
ments—Construction and Interpretation, the headings 
of the chapters being: Analysis of Financial Statements, 
Illustrative Ratio Analysis (from Wall and Dunning), 
Business Combinations, The Consolidated Balance 
Sheet, The Consolidated Statement of Profit and Loss, 

Part VI, in about thirty pages, presents Accounting 
for Fiduciaries, with chapters on Accounting for De 
cedents’ Estates and Trusts and Accounting for Re 
ceivers and Trustees in Bankruptcy. 

The final Part, of about twenty-five pages, is a re 
print of John L. Harvey’s article in the September 1980 
issue of the Journal of Accountancy, on Accounting and 
Office Management for Law Firms. 

The authors proceed on the theory that their pur- 
pose “is to make available to the lawyer a succinct 
presentation of the principles and practices of Account 
ing, with which he is most likely to be concerned in 
practice.” They have thus omitted materials quite 
commonly considered in elementary accounting texts 
and included some topics which in Accounting are 
generally found in advanced courses. The choice of ma- 
terials to be included in the book appears to be very 
satisfactory. ““The book is designed primarily for con 
secutive reading rather than as a reference book and 
within the limits of such a volume it has been impossible 
to develop all of the topics in detail.’”’ Although foot 
notes, as might be expected, are noticeably absent in the 
first hundred pages of the book, the discussion in the 
remainder of the volume is supported by numerous 
references to books, articles, cases, etc. Throughout this 
remainder a successful effort is made to blend legal rules 
and accounting principles together into a workable pro 
cedure. Although the pages are large, the publishers 
have succeeded in producing a very attractive and 
manageable volume. The style in which the book is writ 
ten is conducive to a fulfillment of its purpose. A sepa 
rate pamphlet by Professor Graham is available for 
those who wish additional problems and exercises to d0 
in connection with the book itself. This pamphlet will 
enable the book to serve more successfully as a text it 
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pre-legal or law school training. Not only should “‘Ac- 
counting in Law Practice’”’ prove of value to the lawyer, 
but the practicing accountant and teachers and students 
of accounting can well make use of it. 

W. Hanson 


Federal Tax Handbook. Robert H. Montgomery. (New 
York: The Ronald Press Company, 1932. Pp. xiv, 
1035. $7.50.) 

The objective of the eminent author of the Federal 
Tax Handbook is best stated in his own words taken 
from the preface of his book: 

“There is, however, a continuing need for comments, 
or observations, or criticisms, or what not, concerning 
tax law.” 


was to me that some sort of: a 
would be appropriate which would deal with the 1982 
lawand the possible and probable problems and the mis- 
uderstandings which surely will arise. Hence, this 
book, 


“Tt is intended that all unsettled questions of un- 
certainty, ambiguity and unfairness will be discussed 
herein. Treatment of obvious and well-settled questions 
of income tax procedure is intentionally brief and 
highly condensed. In no other way would it be possible 
topublish a tax book of reasonable size.” 

A book on taxes which avoids the obvious and which 
discusses ‘“‘unsettled questions of uncertainty, ambi- 
guity and unfairness’’ deserves a place in the library of 
any one interested in or concerned about Federal In- 
come Taxes. The author of Federal Tax Handbook ac- 
complishes his stated purpose in language refreshingly 
simple and free from the confusing technicalities which 
characterize most of our tax references. Simplicity, the 
natural expression of mastery, is one of the salient fea- 
tures of this book. 

The following quotation from the Federal Tax 
Handbook on the subject of “Deduction of Disallowed 
loss from Sales of Stocks and Bonds in Succeeding 
Taxable Year’’ is typical of the whole book and illus- 
trates the brevity, clearness and logic with which even 
complicated subjects are discussed: 

“If a loss may not be deducted in 1932 because of the 
provisions of section 28 (r-1) it may, to a restricted ex- 
tent, be deducted in 1933. 

“Law. Section 23. (r) . . . (2) Losses disallowed as a 
deduction by paragraph (1), computed without regard 
to any losses sustained during the preceding taxable 
year, shall, to an amount not in excess of the taxpayer’s 
net income for the taxable year, be considered for the 
purposes of this title as losses sustained in the succeed- 
ing taxable year from sales or exchanges of stocks or 
bonds which are not capital assets. 

“There are three requisites to be observed in obtain- 
ing the benefit of carrying security losses forward and 
‘plying them against corresponding gains in the suc- 
ceeding taxable year. Such security losses must not in- 

any losses sustained in the preceding taxable 
year, nor must they exceed the net income for the cur- 
tent taxable year, and in the succeeding taxable year 
there must exist gains from sales or exchanges of stocks 


or bonds which have been held for not more than two 


“The reason for the first limitation is to restrict the 
carry-over to one year. The reason for the second limi- 
tation is to prevent the carrying forward to a later year 
of a loss which would not be permitted under previous 
laws. (See Senate Committee on Finance Report No. 
655, page 18.)” 

The book proper is divided into three sections: Part 
I, consisting of twenty-six chapters, discusses Income 
Tax; Part II, consisting of two chapters, deals with the 
Administration of Federal Taxes; Part III, consisting 
of three chapters, discusses Other Federal Taxes. The 
entire text material is completely indexed by sections 
of the law, by topics, by U. S. Board of Tax Appeals 
decisions, and by decisions of the courts. There is an 
abundance of citations which are selected with discrimi- 
nating care, and pertinent parts thereof are summarized 
briefly. 

The Federal Tax Handbook is a convenient, simple, 
complete and authoritative reference book on Federal 
taxes and should be of service not only to lawyers, ac- 
countants and tax consultants, but also to business 
men, investors and others who have a direct interest in 
the subject of Federal taxes. 

James V. TonER 


Foreign Corporations. Procedure, Costs and Information 
Regarding Qualification and State Taxation To- 
gether with Digests of Federal and State Court De- 
cisions, Revised to October 1, 198%. (New York: 
United States Corporation Company. Pp. 94.) 


An attorney or practicing accountant with a client 
corporation transacting any business in a state other 
than where incorporated particularly without having 
qualified, should find this small publication of consider- 
able value. If interested in the possible liabilities such a 
client may thereby incur, he needs but turn to Part I of 
the booklet and read the section on the state or states 
concerned. If interested in whether or not the business 
transacted by such client constitutes “‘doing business” 
he should refer to the decisions, both State and Fed- 
eral, briefed in Part II. 

This edition is the sixth, and being, like the previous 
ones, complimentary, it may well be considered price- 
less. Further, its value to the practitioner cannot be 
computed in terms of any known standard of value. 
Mr. J. B. R. Smith, editor of the United States Cor- 
poration Company’s publication :, and co-editor of the 
Corporation Manual, is to be congratulated upon the 
comprehensiveness of the publication. It measures up 
in every way to the criterion of “completeness with 
brevity.” 

Part I offers a comprehensive digest of statute law 
relating to procedure in the qualification and state 
taxation of foreign corporations of the several states, 
alphabetically arranged. 

Part II of the present edition, which in the previous 
editions were Parts II and III, represents a considerable 
improvement over the former material in that in this 
sixth edition there are found concise statements of fact 
out of juridical decisions actually defining business 
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transactions arranged so that ready comparison may be 
made with the facts of the particular client’s case. 
The subject of doing business, as reclassified, is pre- 
sented under the following sub-heads: 
Consignment 
Drummers or Correspondence 
Installation, Assembly, Construction, Etc. 
Isolated Transaction 
Maintaining Office or Agent 
Mortgages, Notes, Etc. 
Operation After Withdrawal 
Public Utility 
Real Estate, Title and Conveyance 
Sale on Commission by Agent, Broker or Factor 
Stock Ownership and Stock Sale 
Suits By or Against Unqualified Corporations 
Transaction Before Qualification 
Transaction Through Subsidiary 
Warehouse or Storage Georce E. Bennett 


The Detroit Money Market. G. W. Woodworth. (Michi- 
gan Business Studies. Vol. V, No. 2, 1982. Pp. 406.) 


This is a very significant contribution to the study 
of the present banking situation in the United States. 
It is statistical in nature, and attempts to apply inten- 
sive research to a small geographical area, i.e., Metro- 
politan Detroit. Most money market studies have been 
concerned with National or New York City problems. 
This one deals with a center of less than first impor- 
tance, but one which illustrates many problems con- 
fronting American banking of today. Detroit is a one- 
industry town and the scene of extensive branch-bank- 
ing experimentation. 

The term “money market’’ is used in a broad sense, 
the study being rather a survey of the Detroit banking 
problem. Data are drawn from Federal Reserve and 
local clearing house reports. ““The chief aim of the study 
is to analyze the movements of significant Detroit bank- 
ing series and the relationships which exist between 
those series, in the light of similar movements and re- 
lationships in other leading cities of the country.” As a 
background, the author first tells something of the in- 
dustrial problems of the city, and then describes in con- 
siderable detail the working of the local branch banking 
system. This is one of the most interesting parts of the 
book, picturing an institutional frame work which is 
likely to become much more widespread in the United 
States. Next an analysis is made of sources of funds used 
by the Detroit banks. This is followed by a section on 
the utilization of such funds as shown by the data for 
loans, investment accounts, and various kinds of re- 
serves. 

Of special significance is the growing concentration 
of banking capital and the tendency to operate on a nar- 
rowing margin of stockholders’ money. A careful study 
of this book should throw a flood of light on the present 
Michigan bank crisis. But apart from this special in- 
terest, Mr. Woodworth has given a demonstration of 
the value of intensive regional study of actual bank 
operation. It is to be hoped that similar surveys will be 
made of other “key” areas. Washington University. 

J. Ray Caste 


Cause and Control of the Business Cycle. C. E. B 
(Boston: Financial Publishing Company, 1 
The author’s aim and his estimate of his suece 

stated in his preface. 

“It may startle the reader, and perhaps p. 
him against the study which follows, if he is a 
that this volume contains the explanation of the buy 
ness cycle . . 

Not only is the cause explained; there is also ix 
the factual proof that the explanation is sound.” 

The explanation referred to is to be found in x 
justments attributable to the faulty operation of pa 
ticular banks and of the banking system as a whol 
During booms, banks accumulate investment type 4 
sets (banking premises, investments in securities, re 
estate and loans secured by real estate, loans on 
ties) more rapidly than is justified by the a 
of savings and /or long term liabilities (capital ste 
surplus and time deposits including postal 
This spread expands the volume of purchasing m 
on its way to the market to realize itself thro 
purchase of goods. In periods of inflation th 
nomena change sign. 

One may grant that successive increases 
creases of the purchasing media thus made a ) 
may occur by reason of such banking practices witht 
conceding that they are either a necessary or a sufficie 
condition (or, in a particular case, even a cont: 
condition) to the other concurrent events of the bu 
ness cycle. Mr. Harwood’s “proof” goes no furthert 
to show, by means of certain time series of bank 
1914-1932, that banking operations of the sort: 
scribed did accompany the two major undulatory su 
cessions in that interval. His “‘acid test’’ (of predi 
does not go beyond showing that he believed in hisows 
explanation as early as March, 1928 and that he ha 
attested that belief in published statements at: or 
intervals since that time. The author’s exp 
may be true but he has not given us sufficient re 
warrant either remedial action or belief. 

The author, after quite properly having exp 
the desirability of clear and precise definitions of 
as a condition to mutual understanding and after hay 
taken to task for lapses in that respect two econon 
who are noteworthy for their skill in definition, p 
ceeds to formulate certain definitions of his own. “Tl 
tion,” he says, “is . . . defined as the condition 
when the banks of the country have originated p 
ing power in excess of that required to represent 
produced (including form, place, and time 
which are currently coming to market’ (pp. 
What amount of “purchasing power’ (or of purchial 
media) is appropriate to “represent’’ goods “cum 
coming to market’? An amount equal to thei" 
yield, or to their total cost of production, or the: 
rower’s gross profit on them? In the realm of 
tion it is not a fault in an author that his definitie 
arbitrary; but in a study that purports to be a speci 
of realistic economic science equivocal definition 
unforgivable sin. 

Joun B. Ca 
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